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COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: 

CASE NO. 
THE PLAN OF KENTUCKY UTILITIES 
COMPANY FOR THE VALUE DELIVERY 

) 
) 

SURCREDIT MECHANISM 

IN THE MATTER OF: 

1 2005-00351 

THE PLAN OF LOUISVILLE GAS AND 1 
CASE NO. 
2005-00352 

ELECTRIC COMPANY FOR THE VALUE i 
DELIVERY SURCREDIT MECHANISM ) 

SUPPLEMENTAL RESPONSES OF 
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC. TO 

FIRST SET OF DATA REQUESTS OF LG&E AND KU 

I. Please provide a complete copy of the following documents referenced in Exhibit -(LK-I) 
to Mr. Kollen's testimony: 
(a) November 1998 testimony in Case No. U-23327 before the Louisiana Public 

Service Commission; 
(b) September 2004 testimony in Docket No. U-23327 Subdocket B before the 

Louisiana Public Service Commission; 
(c) February 2005 testimony in Case No. 186384 before the Georgia Public Service 

Commission; 
(d) June 2005 testimony in Case No. 050045-El before the Florida Public Service 

Commission; and 
(e) September 2005 testimony in Case No. 202984 before the Georgia Public Service 

Commission. 

RESPONSE: l(a)-(e). Due to the volume of the response, a single copy of each of the requested 
testimonies has been provided only to the Companies. Copies will be provided to other parties only 
upon request to KlUC counsel. 



2. Please identify any expert testimony appearances not shown on Exhibit - ( L K -1) which 
refer or relate to any type of surcharge or surcredit rate mechanisms. 

RESPONSE: Mr. Kollen filed testimony in Docket No. 31056 before the Texas Public Utility 
Commission in August 2005 addressing a stranded cost surcharge. This testimony inadvertently was 
not reflected on Mr. Kollen's Exhibit-(LK-I). A copy has been provided only to the Companies in 
conjunction with this Supplemental Response due to its voluminous nature. A copy will be provided to 
any other parties upon request. 
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3. For any appearances identified in response to the preceding question, please provide a 
complete and accurate copy of any written testimony associated with such appearance. 

RESPONSE: Mr. Kollen filed testimony in Docket No. 31056 before the Texas Public Utility 
Commission in August 2005 addressing a stranded cost surcharge. This testimony inadvertently was 
not reflected on Mr. Kollen's Exhibit-(LK-1). A copy has been provided only to the Companies in 
conjunction with this Supplemental Response due to its voluminous nature. A copy will be provided to 
any other parties upon request. 
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SOAH DOCKET NO. 473-05-7455 

PUC DOCKET NO. 31056 

APPLICATION OF AEP TEXAS ) PUBLIC UTILITY COMMISSION 
CENTRAL COMPANY AND CPL 1 
RETAIL ENERGY, LP TO DETERMENE ) OF 
TRUE-UP BALANCES PURSUANT TO 1 

DETERMINE AMOUNT OF EXCESS ) 
MITIGATION CRElDITS TO BE 1 
REFUNDED AM) RECOVERED ) 

PURA $39.262 AND PETITION TO - )  TEXAS 

DIRECT TESTIMONY OF EANX KOLLEN 

I. QUAIJFICATIONS AND SUMMARY 

1 Q. Please state your name and business address. 

2 

3 A. 

4 

5 30075. 

6 

7 Q. 

8 

My name is Lane Kollen. My business address is J. Kennedy and Associates, Inc. 

("Kennedy and Associates"), 3'70 Colonial Park Drive, Suite 305, Roswell, Georgia 

What is your occupation and by whom are you employed? 

J. Kennedy and Associates, Znc. 
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I arn a utility rate and planning consultant holding the position of Vice President and 

Principal with the firm of Kennedy and Associates. 

Please describe your education and professional experience. 

I earned a Bachelor of Business Administration (Accounting) degree from the University 

of Toledo. I also earned a Master of Business Administration degree from the 

University of Toledo. I am a Certified Public Accountant, with a practice license. I also 

am a Certjfied Management Accountant. 

I have been an active participant in the utility industry for more than twenty-five years, 

both as an employee and as a consultant. Since 1986, I have been a consultant with 

Kennedy and Associates, providing services to state government agencies and large 

consumers of utility services in the ratemaking, financial, tax, accounting, and 

management areas. From 1983 to 1986, I was a consultant with Energy Management 

.4ssociates, providing services to investor and consumer owned utility companies. From 

1976 to 1983, I was employed by The Toledo Edison Company in a series of positions 

encompassing accounting, tax, financial, and planning functions. 

I have appeared as an expert witness on accounting, finance, ratemaking, and planning 

issues before regulatory commissions and courts at the federal and state levels on more 

than one hundred occasions. I have deveIoped and presented papers at various industry 

conferences on ratemaking, accounting, and tax issues. I have testified in nearly thirty 

J. Kennedy arid Associates, 1 ~ 2 ~ .  
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restructuring, stranded cost, unbundling, and final stranded cost true-up proceedings in 

Texas, Pennsylvania, Ohio, Georgia, Connecticut, Maine, West Virginia, Maryland, and 

Louisiana. In those proceedings, I addressed the stranded cost, accounting, and tax 

implications of restructuring and divestiture, including regulatory assets and liabilities, 

Statement of Financial Accounting Standards (“SFAS”) No. 109 regulatory assets and 

liabilities and related accumulated deferred income taxes (“ADIT”), investment tax 

credit (“ITC”), other ADIT, and excess deferred income tax (“EDIT”) issues. 

I have testified on numerous occasions in Texas, most recently in the CenterPoin1 

Energy Houston Electric, LLC Docket No. 29526 stranded cost true-up and Docket No. 

30485 securitizatian proceedings. I also have testified in other stranded cost and 

securitization proceedings before the Commission in Docket Nos. 21527,22350, and 

25230 involving TXU and Texas-New Mexico Power. My qualificatjons and regulatory 

appearances are further detailed in my Exhibit LK-1. 

On whose behalf are you testifying? 

I am offeiing testimony on behalf of the Alliance for Valley Healthcare. 

What is the purpose of your testimony? 

The purpose of my testimony is to address and correct certain of the stranded cost true- 

up quantifications filed by AEP Texas Central Company (“TCC” or “Company”) and 

3. Kennedy and Associates, Znc. 
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f a potential 

normalization violation if ITC and EDIT amounts are used to reduce the stranded cost 

we-up quantification and the prudence of the Company’s actions in the filing of a 

request for Private Letter Ruling (“PLR”) with the IRS in which i t  argued against 

ratepayer interests consistently recognized by the Commission. 

Q. Please summarize the Company’s stranded cost true-up claim, 

A. The Company’s stranded cost true-up claim is $2,399.83 1 million and is summarizedin 

the table below: 

SUMMARY OF AEP TEXAS CENTRAL COMPANY’S 
STRANDED COST TRUE-UP CLAIM 

( $ O W  

Book Value $i,90a,a36 
Less Sales Proceeds (Net of Costs) ($769,272) 

$1,139,564 Sutjtotal Stranded Costs Before Interest 

Interest on Stranded Costs $591,543 
Regulatory Assets $252,640 

$1,983,747 Total Stranded Costs lncl Interest 

Capacity Auction True-Up 
Fuel Over-Recovery 
Retail Clawback 

$654,167 
($1 76,698) 
($61,385) 

Total True-Up Claim $2,399,831 

J.  Kennedy and Associates, Znc. 
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Please summarize your testimony. 

I recommend that the Commission reduce the Company’s stranded cost claim by at least 

$918.824 million, consistingof numerous adjustments to reduce the amounts claimed by 

the Company. The adjustments that I recommend are in addition to adjustments 

proposed by other witnesses with which AVH may agree, but that I have not addressed‘ 

in my testimony. The adjustments and figures I discuss are based on the Company’s 

filing. I have summarized the adjustments to the Company’s claim that I recommend on 

the following table. Following this table, I then provide a brief summary of each of 

these adjustments. 

Summary of Proposed Reductions to 
Texas Central Company Stranded Cost True-Up Claim 

Addressed in Kollen Dlrect Testimony 
($000) 

1, Include SFAS109 ITC Regulatory Liability 54,969 
2. Include SFAS1 09 EDIT Regulatory Liability 3,381 
3. Include NPV of SFAS 109 ADlT 11 1,795 
4. Include NPV of ITC on Tax Basis at 12/31/01 65,231 
5. Include NPV of EDIT on Tax Basis at 12/31 /01 6,279 
6. Increase Sales Prices for M&S and Fuel Inventories 16,223 

5,499 
8. Include Return Of and On Stranded Costs Recovered thraugh Capacity A 31,760 
9. Reflect EMCs Paid to AREP 30,650 

10. Reflect Corrections to Stranded Cost Interest. inci Retrospective ADIT 254,928 
11. Reflect Corrections to Capacity Auction Stranded Cast Interest 64,063 
12. Include Prospective ADIT 274,046 

7. Remove Plant Employee Severance Costs 

Total AVH Recommendations 91 8,824 

The first and second adjustments that 1 recommend are reductions of $54.969 millian 

and $3.381 million, respectively, for the SFAS 109 regulatory liabilities related to ITC 

J.  Kennedy and Associates, Inc. 
7 
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and EDIT. The Company failed to net these regulatory liabilities against its claim for 

regulatory assets, although the statute is clear on the requirement to do so. 

The third adjustment that I recommend is a reduction of $11 1.795 million to correctly 

quantify the Company's claimed SFAS 109 regulatory asset by reducing i t  for the related 

ADIT offset. The Company failed to quantify any offset for the ADIT that gave rise to 

the SFAS 109 regulatory asset. The Commission previously determined in Docket No. 

21528 that the effects of the ADIT that gave rise to the SFAS 109 regulatory asset were 

to be reflected as a reduction to the true-up amount. 

' 

The fourth adjustment that I recommend is a reduction of $65.23 I million to reflect the 

net present value of the ITC amortization over the life of the stranded cost true-up 

recovery period. The Commission has consistently determined that the ITC tax benefit 

belongs to the ratepayers, 

The fifth adjustment is a reduction of $6.279 million to reflect the net present value of 

the EDlT amortization over the life of the stranded cost true-up recovery period, which 

the Commission has consistently determined belongs to the ratepayers. Hawever, unlike 

the ITC issue, the net present value of the EDIT amortization is the same amount as the 

nominal balance. That is true because EDIT is used to reduce rate base and the 

ratepayers are entitled to a rate of return on the unamortized EDlT balance. 

These fourth and fifth adjustments should be implemented regardless of the fact that the 

J.  Kennedy and Associates, Znc. 
Q 
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Company has preemptively and imprudently requested an IRS PLR and regardless of 

whether the IRS issues a PLR in the Company’s favor before or after a final order in this 

proceeding. The Company’s request far a PLR aggressively advocated a ruling that 

would allow the Company to retain the benefits of the ITC and EDIT by finding that 

returning the ITC and EDIT amounts to ratepayers would result in a normalization 

violation. Given the Company’s egregious behavior, the Commission should place the 

risk of a normalization violation an the Company, not the ratepayers, so that the’ 

Company properly aligns its interests with those of its ratepayers. Alternatively, the 

Commission could direct the Company to withdraw the pending request for a PLR and 

prohibit any further requests for a PLR on the ITC and EDIT issues unless and until 

agreed upon by the PUCT Staff and ratepayer representatives that choose to participate 

in the drafting of such a request. 

The sixth adjustment is to increase the sales proceeds by $16.223 million to reduce 

sixanded costs for the lower amount of materials and supplies (“hI&S”) and fuel 

inventories that were acquired by the purchasers of the TCC generation assets and 

directly reflected in the sales proceeds compared to the net book value of those 

inventories at December 31, 2001. These inventories were depleted by TCC after 

December 31, 2001 and prior to the sales dates, thus reducing the sales proceeds that 

were received from the purchasers. 

The seventh adjustment is to eliminate the $5.499 million in transition costs claimed for 

employee severance costs due to the mothballing of certain gas fired units. The Iabor 

J.  Kennedy and Associates, Inc. 
n 
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due to mothballing these units exceed the severance costs. 

Thus. there is no economic loss for which the Company should be compensated. 

savings retained by TCI 

The eighth adjustment is to reduce the amount of the claimed capacity auction true-up 

amount, by $31.760 million for amounts that provided the Company a return of and on 

stranded costs. Such an adjustment is necessary to avoid a double recovery of these 

costs and to conform the Company’s filing to the Commission’s decision an this issue in 

the Centerpoint stranded cost true-up proceeding in  Docket No. 29526. 

: 

The ninth adjustment is to reduce the amount of the Company’s stranded cost claim by 

$30650 million for the excess mitigation credits (“EMCs’’) that were paid to and 

retained by the Company’s affiliated retail electric provider (“AREP”). These amounts 

represent recovery of stranded costs. 

The tenth and eleventh adjustments are to reduce the interest claimed on the stranded 

cost true-up amounts by $254.928 million and the interest on the capacity auction true- 

up amounts by $64.063 million. The Company’s interest computations include 

numerous errors that should be corrected, some of which reflect the Commission’s 

decisions an the interest computation in the Centerpoint stranded cost true-up 

proceeding, but nonetheless are incorrect. The tenth adjustment includes the effect of 

the  “retrospective” ADIT benefit, which essentially is an interest computation. 

The final adjustment that Irecommend is to reduce the stranded cost claim by $274.046 

J. Kennedy and Associates, Inc. 
i n  
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million for the amount of the “prospective” ADIT benefit, consistent with the 

Commission’s decision and quantification in the CenterPoint securitization proceeding 

in Docket No. 30485. This amount is in addition to the “retrospective” ADIT benefit 

that I incorporated in the interest adjustments incorporated in the tenth adjustment that I 

previously addressed. The adjustment for the prospective ADIT benefit is essential 

because the Company is not entitled to earn a carrying charge on the before tax, or 

revenue requirement, effect of its stranded cost rrue-up amount. Rather, it is entitled to 

earn a return on its stranded cost true-up amount net of tax, with the tax amount 

quantified based on the final stranded cost true-up amount times the income tax rate, 

subject to certain adjustments to the true-up amount. 

I have organized the rest of my testimony to sequentially follow the adjustments in the 

same order that I addressed them in  this summary section. 

J.  Kennedy and Associates, Znc. 
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Please describe the Company's request for a SFAS 109 regulatory asset in its 

stranded cost true-up claim. 

The Company has included $249.471 million for net SFAS 109 regulatory assets as ol' 

December 31,2001 in  its stranded cost tiue-up claim. The Company's computation is 

detailed on Mr. Bartsch's Exhibit JBB-2, a copy of which I have attached as my 

Exhibit-(LK-2) for reference purposes. This regulatory asset consists of three 

components equivalent to three offsetting ADIT liability amounts on the Company's 

balance sheet. The first Component of this SFAS 109 regulatory asset is equivalent to 

the federal ADIT liability amount of $141.898 million, before gross-up for income taxes 

on the recovery of this tax amount. The second component is equivalent to the 

additional federal ADIT liability due to the gross-up for income taxes of $76.406 

million. The third component is equivalent to the additional $31.167 million for the 

state ADIT liability due to state franchise tax. 

Did the Company reduce its SFAS 109 regulatory asset claim for the SFAS 109 

regulatory liabilities associated with ITC and EDIT? 

No. The Company failed to reduce irs SFAS 109 regulatory asset claim for the 

offsetting ITC and EDIT SFAS 109 regulatory liabilities. The Company also failed to 

J.  Kennedy and Associates, Inc. 
1 3  
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reduce its SFAS 109 regulatory asset claim for the offsetting ITC and EDIT SFAS 109 

regulatory liabjlities in its Docket No. 2 1528 securitization filing. This is significant 

because the Commission has not yet ruled on this issue, deferring it from the Company’s 

initial securitization proceeding to this true-up proceeding. 

The Company reconciled its request in this proceeding with its request and the amount 

allowed in the securitization proceeding, but failed to reduce the regulatory assets in 

either proceeding by the amount of the SFAS 109 regulatory liabilities. The Company 

reconciled the regulatory asset amounts not securitized as of December 31, 1998 in 

Docket No. 21528 with its regulatory asset claim as of December 31, 2001 in this 

proceeding on Mr. Bartsch’s Exhibit JBB-1. I have replicated Mr. Bartsch’s Exhibit 

JBB-1 as my Exhibit-(LK-3) for ease of reference. 

I confirmed that the Company had not reduced its regulatory assets by the SFAS 109 

regulatory liabilities in the securitization proceeding by reviewing the Company’s 

Application in that proceeding.’ The Application included a schedule reconciling the 

net amount of the regufatory assets and liabilities as of December 31, 1998 and the 

amount claimed in the Company’s request in  that proceeding. The schedule 

demonstrates that the Company increased the amount of regulatory assets by adding 

back die ITC and EDIT SFAS 109 regulatory liabilities. The Application included 

another schedule detailing the regulatory assets claimed, which excluded the ITC and 

EDIT SFAS 109 regulatory liabilities. I have replicated these two schedules as my 

J .  Kennedy and Associates, Znc. 
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Ex hi b i t-(LK -4). 

Should the Commission reduce the Company’s claimed SFAS 109 regulatory asset 

for the SFAS 109 regulatory liabilities associated with ITC and EDIT? 

Yes. The Company is required to offset regulatory assets with regulatory liabilities in 

accordance with PURA 5 39.302(5). PURA 8 39.302(5) defines “regulatory assets” as 

“the generation-related portion of the Texas jurisdictional portion of the amount reported 

by the electric utility in its 1998 annual report on Securities Exchange Commission 

Form 10-K as regulatory assets and liabilities, offset by the applicable portion of 

generation-related investment tax credits permitted under the Internal Revenue Code of 

1986.” The SFAS 109 regulatory liabilities were included on the Company’s accounting 

books on December 31,1998 and December 3 1,2001. Thus, they must be reflected as 

reductions to the Company’s claimed SFAS 109 regulatory assets. 

Have you reflected the SFAS 109 ITC and EDIT regulatory liabilities in the 

quantifications provided in the summary section of your testimony? 

Yes. I further discuss the SFAS 109 ITC and EDIT regulatoiy liabilities and the lTC 

and EDIT issues, including the quantifications of these amounts, in the following section 

of my testimony. 

’ See Item 1, Supplemental Schedules 4 and 5. 

J. Kennedy and Associates, Inc. 
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Did the Company reduce its SFAS 109 regulatory asset claim by any amount for 

the ADIT that gave rise to this replatory asset? 

No. The Company failed to reflect any offset to the claimed SFAS 109 regulatory asset 

for the effects of the ADIT that gave rise to this regulatory asset. In fact, the Company 

failed to properly report the related amount of ADIT on Schedule IX. a schedule 

required by the Commission, and which lists the ADIT, ITC, and EDIT amounts as of 

December 3 1 , 2001. The Company properly reflected the federal ADIT liability amount 

of $141.898 million, before gross-up for income taxes on the recovery of this tax 

amount, on its Schedule M, but failed to reflect the additional federal ADIT liabilityfor 

the gross-up for income taxes amount of $76.406 million or the additional amount of 

12 $31.167 million for state ADIT liability due to state franchise tax. 

15 

14 Q. 

15 

16 

17 A. 

18 

19 

20 

21 

22 

23 

Is it correct that the SFAS 109 regulatory asset and the SFAS 109 ADIT are 

necessarily equivalent on the Company's accounting books? 

Yes. SFAS 109 mandates the manner in which .the ADIT is to be computed. The 

regulatory asset is simply the equivalent amount, which includes both the SFAS 109 

ADIT and the additional SFAS 109 ADIT to reflect the income tax gross-up on the 

initial balance of the SFAS 109 ADIT. As I noted previously, Mr. Bartsch's Exhibit 

JBB-2 properly illustrates this computation. The Company simply failed to include the 

$76.406 million federal SFAS 109 ADlT gross-up or the $31.167 million state SFAS 

109 ADIT on Schedule TX of the filing. 

J.  Kennedy and Associates, Inc. 
15 
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In addition, the Company agreed that the SFAS 109 regulatory asset and related ADIT 

were equivalent in its “Answers to SFAS No. 109 Questions Included in the 

Commission Staff‘s Filing Package” filed in Docket No. 21528. The Commission 

Staff ’ s Question No. 9 and the Company’s response follow: 

Are the SFAS 109 net assetniability and the SFAS 109 accumulated 
deferred tax liability equal amounts? If yes, please provide the net 
assetniability amount. If no, pIease provide the net assetniability amount as 
well as the accumulated deferred t a x  liability amount and explain why the 
amounts are not equal. 

Answer: 

The SFAS 109 net assetniability and the SFAS 109 ADIT are equal. 

Should the Commission reduce the Company’s SFAS 109 reguIatory asset claim by 

the effect of the underlying SFAS 109 ADIT? 

Yes. The Commission already has decided this issue. In Docket No. 21528, the 

Commission determined that the gross amount of the stranded costs associatedwith the 

Company’s regulatory assets, inchding its SFAS 109 regulatory assets, must be offset 

by the net present value of the benefits due to the ADIT that gave rise to each of those 

regulatory assets. The Commission stated that “The present value of this [ADIT] benefit 

is determined by applying the Company’s cast of capital to the ADIT balance, adding 

related taxes to the balances, and discounting the resulting amounts using the 

Company’s pre-tax cost of capital as the discount rate.” (Docket No.Bl52X Order at 16). 
2 
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In addition, the Commission has utilized this same approach consistently for the other 

utilities seeking financing orders and in their stranded cost true-up proceedings. 

What is the amount of the reduction to the Company’s claimed regulatory asset €or 

the net present value of the return on the unamortized ADIT? 

The Commission should reduce the Company’s strandedcost true-up claim by $1 1 1.795 

million far the net present value of the return on the unamortized ADIT. I utilized the 

correct balance of SFAS 109 ADIT, which was equivalent to the Company’s SFAS 109 

regulatory asset claim, rather than the incorrect and understated amount of ADIT 

reflected on Schedule Ix of the Company’s filing. I assumed a 12-year recovery period 

for purposes of this computation and utilized the Company’s UCOS grossed-up fate of 

return both for the return revenue requirements in the future years and for the discount 

race in accordance with prior Commission practice. The net present value will increase 

if the stranded cost true-up recovery period is shorter and decrease if it is longer. The 

computations are detailed on my Exhibit--(LK.-l4). 
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Q- 

111. INVESTMENT TAX CREDIT AND EXCESS DEFERRED INCOME TAX 
AMOUNTS SHOULD RE IJSED TO REDUCE STRAhDED COSTS 

Please describe the 1°C tax benefit. 

The investment tax credit amount represents tax credits that reduced the Company’s 

actual taxes paid during the years prior to the advent of retail competition. In prior 

years, these tax credits were not immediately recognized in rates, but rather were 

deferred and then amortized over the average life of the generating assets that gave rise 

to the ITCs as a reduction to the cost of service used to set rates. 

What is the amount of the Company’s ITC tax benefit on a nominal dollar basis as 

of December 31,2001? 

The ITC amount is $102.084 million, stated on a “tax” basis. This is the amount 

reflected on Schedule IX i n  the Company’s filing. There is a related SFAS 109 

regulatory liability of $54.968 million, reflecting the income tax gross-up on this “tax” 

basis amount. This SFAS 109 regulatory liability amount was recorded on the 

Company’s accounting books at December 31,2001 and can be computed by using a 

gross-up factor of 1 divided by I minus the 35% federal income tax rate. 

What is the amount of the Company’s ITC tax benefit on a net present value basis? 

J. Kennedy and Associates, Inc. 
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The n e t  present value of the Company's JI'C tax benefit amount is $65.23 lmillion on a 

"tax" basis, assuming a 12-year stranded cost true-up recovery period. The net present 

value will increase if the stranded cost true-up recovery period is shorter and decrease if 

i t  is longer. I utilized the Company's 7.7% after tax cost of capital as the discount rate 

for the ITC tax benefit consistent with the Commission's similar use of an after tax cost 

of capital for this purpose in the Centerpoint stranded cost tnie-up order in Docket No. 

29526. The computations of the net present value of the ITC tax benefit and the 

Company's after tax cost of capital are detailed on my Exhibit-JLK-15). 

Please describe the EDIT tax benefit. 

Excess deferred income taxes represent income taxes collected from ratepayers in prior 

years in excess of the Company's actual tax return liabilities and at higher corporate 

income tax rates than the current 35% federal income tax rate. After the federal 

corporate income tstv rate was reduced, the EDIT tax benefit amount collected from 

ratepayers in prior years was not immediately recognized in rates. Instead, the EDIT tax 

benefit amounts were defend and then amortized over the average life of the generating 

assets that gave rise to the EDITS to ratepayers as a reduction to the cost of service used 

to set rates. 

In addition and unlike the ILTC amount, the unamortized EDIT amount was used to 

reduce rate base, thus providing the ratepayers an additional reduction to cost of service 

over the remaining life of the generating assets that gave rise to the EDITS. The 

J .  Kennedy and Associates, Inc. 
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Company confirmed this treatment in response to AVH IIt-30, stating that “Excess 

deferred income taxes were a credit to rate base in prior TCC (CPL) rate cases. As a 

result, EDlT reduced the return that would otherwise have been required on TCC’s rate 

base.” 

What is the amount of the Company’s EDIT tax benefit on a nominal dollar basis 

as of December 31,2001? 

The EDIT amount is $6.279 million, stated on a “lax” basis. This is the amount 

reflected on Schedule IX in the Company’s filing. There is a related SFAS 109 

regulatory liability of $3.381 million, reflecting the income tax gross-up on this “tax” 

basis amount. This SFAS 109 regulatory liability amount was recorded on the 

Company’s accounting books at December 3 1,2001 and can be computed by using a 

gross-up factor of 1 divided by 1 minus the 35% federal income tax rate. 

What is the amount of the Company’s EDIT tax benefit on a net present value 

basis? 

The net present value of the Company’s EDIT tax benefit amount is the same as the 

nominal dollar value of this tixi benefit. Unlike the ITC tax benefit, the Commission 

historically has treated the EDIT tax benefit as a rate base reduction. Thus, the net 

present value of the EDIT tax benefit is the same as the nomind value, assuming that the 

rate of return on the unamortized m o u n t  is the same as the discount rate. 

J .  Kennedy and Associates, Inc. 
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In the Centerpoint Order in Docket No. 29326, the Commission did not recognize 

the fact that the EDIT tax benefit was a reduction to rate base. As such, the 

Commission discounted the EDIT tax benefit in the same manner as the ITC tax 

benefit, which was not a reduction to rate base. ShouId the Commission employ 

this same methodology in this proceeding? 

No. It is an undisputed fact that the EDIT tax benefit historically was subtracted from 

rate base, thus providing an overall grossed-up rate of return to ratepayers on the EDIT 

tax benefit amount and a reduction in the revenue requirement. If the EDIT tax benefit 

is discounted at the same rate as the overall grossed-up rate of return applied to the 

unamortized nominal dollar amount of this tax benefit over any recovery period, i t  is a 

mathematical certainty that the net present value is equivalent to the nominal dollar 

value. It would be a conceptual and computational error to understate the net present 

value of the EDIT, tax benefit by quantifying i t  in the same manner as the ITC. 

Did the Company reduce its stranded cost true=up cIaim by the ITC and EDIT tax 

benefit amounts and by the related ITC and EDIT SFAS 109 regulatory liability 

amounts? 

No. The Company did not reduce its stranded cosr true-up claim by the ITC and EDIT 

tax benefit amounts. In addition, the Company failed torcduce its SFAS 109regulatory 

asset claim by the amounts of the SFAS 109 regulatory liabilities related to the ITC and 

J. Kennedy and Associales, lnc. 
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EDIT amounts. These SFAS 109 regulatory liabilities were recorded on the Company's 

books at December 31, 1998 and December 31, 2001, but were not reflected in the 

Company's filing as a reduction to its stranded cost true-up claim. 

How should the ITC and EDIT tax benefit amounts be incorporated in the 

stranded cost true-up amount? 

The Commission should utilize the net present value of these two tax benefit amounts as 

a reduction to the stranded cost true-up amount. The Commission did so in the 

CenterPoint stranded cost true-up proceeding. However, the Commission should 

compute the net present value of the EDIT tax benefit in the manner I previously 

described. 

Why should the Commission reject the Company's attempt to retain theseITC and 

EDIT tax benefit amounts? 

First, the Statute requires that the Commission recognize ITC tax benefits to reduce 

stranded cost. PIJRA 3 39.302 states that: 

"Regulatory assets" means the generation-related portion of the Texas 
jurisdictional portion of the amount reported by the electric utility in its 
1998 annual report on Securities and Exchange Commission Form 10-K as 
regulatory assets and liabilities, offset by the applicable portion of 
gerieration-related investment tar credits permitted under the lnternal 
Reveirrce Code of 1986. (emphasis added) 

J .  Kennedy and Associates, Inc. 
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Second, the Commission already has rejected the Company's position in Docket No. 

22352. In its Docket No. 22352 Order, the Commission stated the following 

The Commission agrees that investment tax credits (ITCs) should be 
included in ECOM in this proceeding. ITCs were not included in the 
Securitization Cases because they were applicable to assets not securitized 
there. Because all non-securitized assets, including the remaining regulatory 
assets, are used in this proceeding to calculate stianded costs, the ZTCs must 
be included in the stranded cost culcukztion , . . 
The Commission cannot abee with those parties who assert that inclusion 
of the ITCs in this proceeding would violate federal income tax 
normalization rules. (emphasis added). 

In that same Order, the Commission stated the following in its Findings of Fact: 

101. 

102. 

103. 

104. 

105. 

PURA §39.302(5) requires that investment tax credits (ITCs) be 
used to offset the amount of regulatory assets. 

Some parties argued that because ITCs were not included in the 
Seczm'tization Cases, they must be included in the stranded-cost 
calculation. 

The Commission addressed the ITC issue in Generic Proceeding 
Order No. 14. 

It is reasonable to include ITCs in the stranded cost calculation. 
The Cornmission, however, will re-examine the issue should such 
inclusion result in a vioIation of InternaI Revenue Service (IS) 
normalization rules. 

No party has presented to the Commission a ruling by IRS on this 
issue related to a utility in Texas. 

In Conclusion of Law 16, the Cammission stated "The generation-related ITCs are 

included within the definition of stranded cost (see PlJRA §39.252(7)) and the 

J.  Kennedy and Associates, Inc. 
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applicable portion of ITCs are included within the definition of regulatory assets. (see 

PURA §39.302(5))." 

Third, the Commission already has determined in the Texas New Mexico Power 

Company and Centerpoint stranded cost true-up proceedings that the ITC and EDIT 

tax benefits must be used to reduce stranded costs, despite similar arguments by those 

utilities that this could result in  a normalization violation. 

Fourth, the JTC and EDIT tax benefit amounts represent taxes collected from ratepayers 

in previous years that never will be paid to the federal government. Under traditional 

regulation, the utility was allowed to temporarily retain these tax benefits by deferring 

and amortizing them to the ratepayers over the life of the generating assets. 

Fundamentally, the amounts belong to the ratepayers, not the Company. 

Fifth, pursuant to the Statute, the Commission must quantify stranded cost on a net 

basis. The Company's claim is unreasonable because it is not computed on a net basis. It 

reflects only the stranded cost, including ta~-relsted regulatory assets, but not the 

stranded benefits, including tax-related regulatory liabilities such as the ITC and EDIT. 

Sixth, the statute prohibits the Company from overrecovering stranded cost. If the 

Commission does not reflect the ITC and EDIT amounts, the Company necessarily will 

ov'errecover its stranded cost. 

J .  Kennedy and Associates, Inc. 
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1 Finally, the lTC and EDTT tax benefits for numerous utilities have been utilized to 

2 reduce stranded costs in other states, including Pennsylvania and Connecticut. 

3 

4 Q. What is the Company’s stated basis for its fallure to reduce its stranded cost claim 

5 by the ITC and EDIT tax benefit amounts? 

6 

7 A. 

8 

9 

10 

11 

12 

The Company’s stated basis for its failure to do so is the alleged uncertainty as to 

whether the use of these amounts as a reduction to the stranded cost true-up amounts 

will constitute a normalization violation. The Company has sponsored the testimony of 

Mr. James Warren to argue that the use of these two tax benefits to reduce the stranded 

cost true-up claim will result in a normalization violation. The Company also has filed a 

request for PLR with the JRS, drafted by Ivfr. Warren, wherein i t  makes the same 

13 

14 benefit of ratepayers. 

arguments in opposition to the use of these tax benefits to mitigate stranded costs for the 

15 

16 Q. Has the Commission already addressed the Company’s and other utilities’ claims 

17 

18 

19 A. 

of a potential normalization violation? 

Yes. The Commission already addressed this issue on a generic basis, which it then 

20 applied to Texas Central Company in its Docket No. 22352 Order. I previously cited 

21 the Commission’s discussion in that Order wherein i t  rejected the utilities’ attempts to 

22 exclude ITCs from the stranded cost quantification. The Commission also addressed 

23 the utilities’ claims that a normalization violation could result, stating the following: 

J. Kennedy and Associates, Znc. 
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The Commission cannot agree with those parties who assert that inclusion 
of the ITCs in this proceeding wouldr violate federal income tax 
normalization rules. Pacific Gas & Electric (PG&E) asserted that 
normalization is not a factor in determining ECOM and the XTCs have been 
used to offset ECOM in other states without an Internal Revenue Service 
(IRS) ruling that such inclusion vlolates normalization rules. The 
Commission makes no determination on this issue, but does note that no 
party has brought to its attention any IRS ruling that normalization rules 
would be violated by including lTCs in an ECOM determination. If, 
however, inclusion of the ITCs in the model is determined to result in 
violation of IRS nordizat ion rules, as argued by Reliant, Texas-New 
Mexico Power Company (TNMP), and PG&E, the Commission will re- 
examine the issue. 

Since the Commission’s Docket No. 22352 Order, have there been any IRS rulings 

that normalization ruies would be violated by including XTCs or EDITS in the 

stranded cost quantification? 

No. However, since the Cornmission’s Docket No. 22352 Order, the IRS has issued 

proposed Regulations that specifically address the ITC and EDIT issues in the context 

of utility industry restructiiring and deregulation. The proposed Regulations conclude 

that reductions in cost of service rates for the generation ITC and EDIT amounts are 

consistent with the normalization requirements of the Internal Revenue Code (“XRC”). 

In its Notice of Proposed Rulemaking, the IRS describes the proposed Regulations as 

follows: 

The proposed regulations permit a utility whose electricity generation 
assets cease to be public utility property to return to their ratepayers the 
normalization reserves for excess deferred income taxes (EDFIT) and 
accumulated deferred investment tax credits (ADITC) with respect to those 
assets. 

J. Kennedy and Associates, Inc. 
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The proposed regulations provide that utilities whose generation assets 
cease to be public utility property, whether by disposition, deregulation, 
or otherwise, may continue to flow through EDFIT and ADITC reserves 
associated with those assets without violating the normalization rules. 

I have attached a copy of the proposed Regutations as my Exhibit-(I,K-5). It is 

8 important to note that the TRC and Regulations apply to all sjmilar entities, unlike PLRs, 

9 

10 

which are fact-specific and apply only to the taxpayer requesting such amling. As such, 

the proposed Regulations supersede the precedenfial value, if any, of PLRs that address 

11 the same issue for specific taxpayers. 

12 

13 Q. Has the IRS issued PLRs that, although taxpayer-specific, address the use of EDIT 

14 and ITC to reduce stranded cost recovery through regulated rates? 

15 

16 .4. 

17 

Yes. There are three IRS PLRs that address the issues jn conjunction with electric 

industry restructuring, LTR 9852030, LTR 20004038, and LTR 200016020. I have 

1s attached a copy of each of these PLRs as my Exhibit-(IX-6), Exhibit-(LX-7). 

19 andExhibit,-(LK-8), respectively. These PLRs may not be cited as precedent and are 

20 taxpayer and fact specific. Neverthekss, PLRs frequently are cited in regulatory 

21 proceedings by utili ties to bolster their assertions of potential normalization violations. 

22 
23 

24 

25 

26 

L TR 9552030 specifically affirmed that the ITC could be used to reduce stranded cost 

recoverable through a non-bypassable competitive transition charge. LTR 2000.1038 

and LTR 2000 16020 both addressed the situation where there was both a net book gain 

and a net tax gain on the sale of generation assets. The IRS determined under that fact 

J.  Kennedy and Associates, Inc. 
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basis that ITCs could not be used to reduce transmission and distribution rates subject to 

cost of service regulation through a negative transition charge, a fact base that does not 

exist in  this proceeding. 

"However, LTR 20004038 and LTR 200016020 are instructive in the sense that the DRS 

stated that "As a result of the sale, the reserves cease to exist" and "Once the asset is 

sold, the regulatory life ceases to exist." In other words, the reserves do not represent 

taxes that will be paid upon recovery of any competitive transition charge. 

In any event, these latter two PLRs and any others issued prior to the issuance of the 

proposed Regulations no longer have any preceden tial value given the clear statement 

of position expressed by the IRS in the proposed Regulations. 

Has the PRS issued any other PLRS addressing the potential for a normalization 

vioIation requested subsequent to the requests resulting in LTR 20004038 and 

LTR 200016020? 

No. Subsequent to the requests resulting in LTR 20004038 and 11111 200016020, the 

United Illuminating Company filed a request for letter ruling with the IRS pursuant to an 

order issued by the Department of Public Utility Control ("DPUC"). In that Order, the 

DPUC stated "There is no dispute that, absent restructuring, the benefits of deferredmC 

and EDIT would flow through to ratepayers over the life of the plant. The Department 

J.  Kennedy and Associates, Inc. 
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believes that ratepayers are entitled to these benefits and restructuring should not deprive 

them of these benefits." Accordingly, the DPUC ordered: 

By July 12,1999, and prior to filing the PLR request with the IRS, it shall 
submit the [draft] request to the Department for review. UI shall certify 
that it provided an opportunity to the OCC and CIEC [Connecticut 
Industrial Energy Consumers, representing large users of electricity on the 
UI system] to participate fully in the drafting of the request and that said 
participation by OCC and ClEC shall continue with respect to any 
subsequent responses or submission to the IRS pertaining to this matter, 

By July 19, 1999, UI shall notify the Department that it has requested a 
PLR from the TRS that the flow through to ratepayers of the deferred 
investment tax credits and excess deferred income taxes related to the 
Bridgeport Harbor and New Haven Harbor fossil plants will not constitute 
a normalization violation. 

C. shall keep the deferred investment tax credit and excess deferred 
income taxes in their existing accounts pending receipt and review of the 
IRS PLR by the Department. 

I personally worked with Mr. Warren, then employed by PriceWaterhouseCoopers*and 

retained by United Illuminating for this purpose, to draft a request for letter ruling 

specifically seeking a determination that there would NOT be a normalization 

violation if that Company's ITC and EDIT amounts were used to reduce stranded 

costs. This is the same Mr. Warren who has filed testimony in this proceeding on 

behalf of the Company arguing the exact opposite position. Together, we developed 

the request for letter ruling detailing the reasons why we believed that the IRS should 

issue a private letter ruling in favor of UI's request to provide the ITC and EDIT to 

ratepayers. The UI request for ruling is attached as my E x h i b i t L X - 9 ) .  
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In addition, I also personally worked with Mr. Warren to develop a presentation to the 

TRS to argue in person during a conference of right that the use of ITC and EDIT 

amounts to reduce stranded costs recoverable from ratepayer would not constitute a 

normalization violation. Although Mr. Warren made the formal presentation, I was 

actively involved in the conference of right and personally addressed many of the 

concerns raised by the IRS at that meeting. The outline for the formal presentation is 

attached as my Exhibit-(LK-10). 
. I  

Please describe the Company’s request for a PLR on the ITC and EDIT tax 

benefits issues. 

Shortly after it  filed its stranded cost true-up claim, the Company filed a request with the 

IRS on June 25,2005 for a PLR to buttress its position against providing the ITC and 

EDIT tax benefits to ratepayers in this or any other proceeding. This request was drafted 

by the Company’s outside ta;i counsel, directed by bir. James Warren, the Company’s 

witness an this issue in this proceeding and also the witness for Texas-New Mexico 

Power Company on the ITC issue in its stranded cost proceeding. The request, 

ostensibly limited to the Company as the taxpayer, is replete with references to Texas- 

New Mexico Power Company and Centerpoint Energy Houston Electric, LLC, which 

will have the practical effect of expanding the effect of any PLR issued for TCC to those 

other companies as well. 

I I 
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Did the Company’s request for a PLR seek an affirmative ruling that the 

C o d s s i o n ’ s  Orders in the Texas-New Mexico and Centerpoint stranded cost 

proceedings on the ITC and EDIT issues would not result in B normalization 

violation if applied to TCC? 

No. The request seeks a preemptive ruling from the IRS against the Commission and 

against its ratepayers arguing that the PUCT’s treatment of ITC and EIYU in the Texas- 

New Mexico Power Company and CenterPoint Energy Houston Electric LLC stranded 

cost proceedings would constitute normalization violations if the PUC?’ made similar 

determinations in TCC’s stranded cost proceeding. Attached to therequest were copies 

of the PUCT’s final orders in the Texas-New Mexico and Centerpoint stranded cost 

true-up proceedings. 

The Company’s request for PLR seeks the following three specific rulings, with the 

Company aggressively arguing the position that there will be a normalization violation if 

the PUCT provides the JTC and EDIT tax benefits to ratepayers. 

1. Whether or not the Company will violate the requirements of the 
investment tax normalization rules set forth in Former Code section 
46(f) if it is ordered by the PUCT to reduce its stranded costs by the net 
present value of its ADITC associated with its generation assets. 

2. Whether or not the Company will violate the requirements of the 
depreciation normalization rules set forth in Former Code section 
167(1), Code Section 168, and section 203(e) of the ’86 Act if it is 
ordered by the PUCT to reduce its stranded costs by the net present 
value of its EDFIT associated with its generation assets. 

I 
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3. If the Proposed Regulations (defined below) are adopted in precisely 
the same form as proposed and Company makes the retroactivity 
election, Company will not violate the requirements ofthe investment 
tax credit and/or depreciation normalization rules if it is ordered by 
the PUCT to return its ADITC and or EDFIT associated with its 
generation assets to ratepayers through a method that is economically 
equivalent to that provided in the Proposed Regulations. 

The Company also used the request for PLR to strenuously argue against the proposed 

Regulations, thereby effectively .. supplementing previous comments opposing the 

proposed Regulations that were submitted by Mr. Warren to the IRS in 2003. 

Is it likely the IRS will issue a PLR in response to the Company’s request before 

the PlJCT issues a final Order in this proceeding? 

No. The IRS issued the proposed Regulation on March 4,2003 addressing the ITC and 

EDIT issues specifically within the context of deregulation of the generation function. 

The proposedRegulations specifically hold that normalization violations will not occur 

in such cases if these tax benefits are provided to ratepayers upon the deregulation of the 

generatian function. These proposed Regulations are not yet final, but it is extremely 

unlikely that the IRS will issue a taxpayer-specific PLR regarding this matter until the 

proposed Regulations are finalized. As I noted earlier, the IRS has yet to rule on the UI 

request for PLR, which has been pending since 2000. 

J.  Kennedy and Associates, Inc. 
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Did the Company act prudently by seeking an IRS Private Letter Ruling asserting 

that the ITC and EDIT tax benefits, if provided to ratepayers, would constitute 

normalization violations? 

No. First, this request is absolutely opposed to ratepayer interests. The reason the 

Company requested a PLR is evident. It is an important element of the Company’s 

litigation strategy to retain the ITC and EDIT benefits. The worst scenario from the 

Company’s perspective is that the IRS adopts the proposed Regulations in final form 

and issues a PLR for the Company that conforms to those Regulations. In that event, the 

result is the same as ordered previously by the Commission for Texas-New Mexico 

Power and Centerpoint. The best scenario from the Company’s perspective, of course, 

is that it will be able to retain the TTC and FDIT tax benefits. Thus, as a litigation 

strategy, the Company has nothing to lose and everything to gain from drafting its 

request and aggressively arguing against ratepayers interests. Conversely, the ’ 

Company’s ratepayers have everything to lose and nothing to gain from this approach. 

Second, the PW;: request clearly seeks to undermine and effectively invalidate the PUCT 

decisions in the other stranded cost true-up proceedings on the ITC and EDIT tax benefit 

issues. Thus, the request far PLR is a collateral attack before another agency on the 

Commission’s prior decisions. 

Third, the request aggressively argues against providing these benefits to ratepayers. 

The request selectively identified and interpreted PLRs that addressed ITC and EDIT 

J.  Kennedy and Assocktes, Inc. 
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issues that were issued before the proposed Regulations, arguing that the IRS precedent 

unequivocally supported the conclusion that there would be normalization violations if 

these tax benefits were provided to ratepayers. The Company’s request stated: 

The type of stranded cost offsets imposed by the PUCT in the True-Up 
proceedings to date (the TNMP and Centerpoint orders) clearly effects the 
provision of generation-related ADITC and EDF’IT benefits to regulated 
customers by reducing amounts for which they would otherwise be 
responsible. Accordingly, to the extent that the historical view consistently 
applied by the Service over many years’is applicable to Company’s 
situation, it is apparent that a violation of the normalization rules would 
occur should Company be ordered to offset its stranded cost by any amount 
of its generation related ADITC and/or EDFIT. 

In addition, the request aggressively attacked the proposed Regulations, arguing that 

they were inconsistent with the precedent established through the cited PLRs, with the 

17 

18 

19 

Internal Revenue Code, and with the legislative intent of the relevant provisions of the 

Internal Revenue Code. The request concluded that the proposedRegulations “represent 

. a  break with the way in which the Service has historically approached the ITC and 

20 depreciation nopalizati on rules .” 

21 

22 Q. Is there any other evidence of imprudence in the Company’s request for PLR? 

23 

24 A. Yes. The Company failed to allow the participation of the PUCT Staff or any other 

25 party representing ratepayer interests in drafting the request for PLR. The request was 

2G drafted by Mr. Warren and Robert Friedman of Thelen Reid 6‘~ Priest, LIG and then 

27 reviewed by AEPSC employees Mr. Carpenter, Mr. Brewer, Mr. King, Mr. Pyle, and 

28 Mr. Hutchins, according to the Company’s response to AVHIII-31@), a copy of which I 

J. Kennedy and Associates, inc. 
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have attached as my Exhibit_(LK-11). Neither the PUCT Staff nor any other parties 

were involved in  drafting the request. 

The Company’s failure to allow the participation of the PUCT Staff or any other party 

representing ratepayer interests is in direct opposition to the Commission’s Docket No. 

22352 Order that required the Company to allow such participation. The Commission 

stated in that Order that: ‘Further, should determination to request an IRS ruling be 

made, the participatian by Commission Staff and other interested parties in drafting the 

request is essential to ensure a balanced presentation of the question and related facts to 

the JRS.” 

How should the Commission proceed now that the request for PLR has been 

issued? 

First, the Commission should utilize theITC and EDIT tau benefits as reductions to the 

Company’s stranded cost true-up claim as it did in the Texas-New Mexico and 

Centerpoint stranded cost true-up proceedings. It should not ‘hold these issues in 

abeyance or make its determinarion contingent upon the results of the PLR, assuming 

one is ever issued. 

Second, the Commission should find the Company imprudent and admonish it for its 

aggressive opposition to ratepayer interests and for directly violating the Commission’s 

Docket No. 22352 Order regarding the drafting of a request for a PLR. 

J.  Kennedy and Associates, Iric. 
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Third, the Commission should put the Company on notice that the Company and its 

shareholder are at risk for anormalization violation, not its ratepayers. In other words, 

the Company initiated the request for PLR, aggressively argued against i ts  ratepayers, 

and failed to comply with a Commission Order mandating participation in drafting such 

a request. Consequently, if the IRS issues a PLR that adopts the Company’s position, 

then the Commission should ensure that the Company suffers the consequences of iis 

imprudent actions, not the ratepayers. If the Company loses the ability to utilize 

accelerated t u  depreciation for tax return purposes, the Commission should impute it 

due to the Company’s imprudent actions. If the Company wants to minimize this risk to 

its Shareholder, it should immediately withdraw the request for a PLR. 

Fourth, the Commission may wish to direct the Company to withdraw its pending 

request. If it does so, it should insist that the Company not file another request for a 

PLR unless and until such a request is drafted to support, not argue against, ratepayer 

interests. In addition, it is essential that any such request be drafted in a manner 

satisfactory to the PUCT Staff and the other parties in this or any related proceedings 

before the PUCT in which the effects of the ITC and EDIT tax benefits are at issue. 

J.  Kennedy and Associates, Inc. 



1 
2 
3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Lane KoUm 
Page 35 

IV. SALES PRICE SHOULD BE INCREASED TO REFLECT DIMINUTION OF 
M&S AND FUEL IN’C’ENTORIES PRIOR TO SALE 

Q. Were the sale prices of the Company’s generation assets affected by the amount of 

M&S and fuel inventories as of the dates of sale? 

A. Yes. The Purchase and Sale Agreements (“PSAs”) executed between the Company and 

the purchasers required the purchasers to pay the net book value of the M&S and fuel 

inventories as of the dates of sale. All else equal, the lower the inventory balances on 

the dates of sale, the lower the sales prices. To the extent these inventory balances were 

higher on the dates of sale, then the sales prices were increased. 

Q. Please explain how the M&S and fuel inventories affected the sales prices and thus, 

the stranded costs in this proceeding? 

A. These inventory mounts on the dates of sale directly affected the Company’s stranded 

cost true-up amount. The net book value of the assets sold, including these inventory 

amounts, was determined as of December 31,2001. Yet the sales prices, which were 

based on the net book value of these inventory amounts, were determined at the dates of 

the sales. As such, the Company could, and indeed did: increase its stranded cost true- 

up claim simply by reducing its inventories after December 31, 2001 by $16.223 

million. In effect, the Company utilized its inventory balances to mitigate its post- 

deregulation generation expenses for the benefit of its shareholder rather than mitigating 

its stranded costs for the benefit of its ratepayers. 

J.  Kennedy and Associates, Inc. 
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Is the Company under an obligation to mitigate its stranded costs? 

Yes. The Company is entitled to recover only its “net, verifiable, nonmitigable stranded 

costs” in  accordance with the requirements of PURA 3 39.252(a). Clearly, in this 

instance, the Company could have mitigated its stranded costs by maintaining at least 

the level of h/l&S and fuel inventory balances that existed at December 31,2001. The 

inventory amounts were within its control and could have been used to mitigate stranded 

costs. 

Should the Commission adjust the sales proceeds upwards to reflect the effects of 

the Company’s attempts to inflate stranded costs? 

Yes. The Commission should increase the net value realized from the sales by $16.223 

million to restate the sales price as if the Company had not drawn down its M&S and 

fuel inventories prior to the asset sales. My computations are detailed on my 

Exhibit-(LK- 12). 
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V. TRANSITION COSTS FOR PLANT EMPLOYEE SEVERANCE SHOULD BE 
REJECTED 

Q. Please describe the Company’s request for transition costs due to plant employee 

severance costs. 

A. The Company increased its stranded cost hue-up claim by adding $5.499 million to the 

net book value as of December 31, 2001 for plant employee severance costs. This 

moun t  also included “retention payments” to retain certain skilled employees. The 

Company incurred these plant employee severance costs as the result of mothballing 

certain of its uneconomic gas-fired generation. In its filing, the Company did not 

include retention payments made in 2000 and 2001 of $0.626 million, but claimed in 

response to discovery that this was an oversight. 

Q. What is the Company’s statutory basis for its request for transition costs due to 

plant employee severance costs? 

A. The Company h a s  claimed these costs pursuant to PWRA § 39.906, which states that 

“the commission shall allow the recovery of reasonable employee-related transition 

costs incurred and projected for severance, retraining, early retirement, outplacement, 

and reiated expenses for the employees.” 

Q. Are these employee plant severance costs “reasonable,” as required by PURA 5 

39.90 6? 
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NQ The amount of costs claimed is not “reasonable” because the Company failed to 

reduce the gross amount of these costs by the amount of savings that it achieved as the 

result of the employee terminations. The Company’s severance plan provided 

employees at the mothballed plant two weeks of pay for each year of service and up to 

eighteen months of medical and dental employee benefits at a reduced cost. 

Since these employees were terminated, the Company has achieved and retained savings 

in labor and benefits costs that have exceeded the cost of the severance plan each and 

every year, based on the information in the Company’s response to Staff‘s Second 

Request Question MJ2-7. In other words, the Company will have achieved and retained 

savings some three times greater than the costs i t  incurred by the date of the 

Commission’s final order in this proceeding. Most of the employees were terminated in 

December 2002. The rest were terminated in mid-2003. The terminated employees had 

an average of 21 .years of service and received approximately 42 weeks of severance pay 

on average. Consequently, the amounts paid in severance alone result in recumng 

equivalent savings every 42 weeks thereafter. 

Should the Commission allow these transition costs in the stranded cost true-up 

amount? 

No. Fundamentally, the Company has incurred no net costs. To the contrary, it has 

achieved and retained net savings. The utility is allowed only to recover its “net, 

J. Kennedy and Associates, Inc. 
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verifiable, nonmitigable stranded costs” in accordance with PURA 9 39.252(a) and any 

transition costs pursuant to PURA 3 39.906 must be “reasonable,” not excessive and 

unreasonable. The Company had no net transition costs, only net savings, and it was 

more than able to mitigate those costs through the achieved and retained savings. Thus, 

there is no reasonable basis for including any amount of the Company’s transition cost 

claim. 
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VI. CAPACITY AUCTION TRUEUP SHOULD RE REDUCED TO REFLECT 
RETURN OF AND ON STRANDED COSTS 

Has the Company reflected the return of and on stranded costs recovered through 

the capacity auction proceeds as a reduction to its stranded cost true-up claim? 

No. The Company disagrees with the Commission's interpretation of the Texas 

Supreme Court decision on this issue in the Centerpoint stranded cost true-up 

proceeding. However, it did quantify the amount of the return of and on stranded costs 

recovered through the capacity auction proceeds at $31.760 million, presumably in 

accordance with the Commission's final Order in thecenterpoint stranded cost true-up 

proceeding. 

Should the Commission reflect the return of and on stranded costs recovered 

through the capacity auction proceeds as a reduction to the Company's stranded' 

cost true-up d a b ?  

Yes. First, it is essential that such an adjustment be made in order to avoid double 

recovery of these costs both as a stranded cost and through thecapacity auction true-up. 

Second, the Commission already has determined that such an adjustment was necessary 

in the Centerpoint stranded cost true-up proceeding. Third, the Company has offered no 

substantive argument i n  opposition to this adjustment, but rather has offered a legal 

witness to address the legislative intent and interpretation of the statute, concluding that 

as a legal matter the stranded cost and capacity auction true-up amounts must be 

J.  Kennedy and Associates, Inc. 
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independently quantified. This is nothing but an initial step in another attack on the 

Supreme Court decision and i t  should be rejected. 
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USED TO REDUCE STRANDED COSTS 

The Company was directed in Docket No. 22352 to amortize the excess earnings 

component of its  EMCs over five years as a reduction to the nonbypassable 

delivery charges to the REPs commencing January 1,2002. The EMC amount and 

refund period were subsequently reduced due to corrections addressed in Docket 

No. 29938, which the Company has sought to confirm in Docket No. 31126. Was a 

portion of the EMCs refunded to and retained by the Company’s AREP? 

Yes. The total EMCs provided to the Company’s AREP, including interest paid by 

TCC, was $30.650 million through August 2005. The Company actually refunded 

$28.590 million, including interest, to its . W P  (CPL Retail Energy, 1,P initially, then 

Centrica after it was sold) from January 1,2002 through June 2005. I computed this 

amount by summing the monthly EMC credits to the AREP through June 2005. The 

monthly amounts refunded to the AREP were provided by the Company in response to 

Cities 17-SN4, 

‘The ARE2 received 61.12% of the total $47.269 million passed through to all REPs 

during the same time period. I computed this percentage using the total amounts, 

including interest paid by TCC, actually or: projectzd to be refunded through June 300.5 

on Exhibit RWH-6 in the Company’s stranded cost true-up filing. I applied the same 

61.12% ratio for the estimated refunds in July through August 2005. I relied on the 

Campany’s assumptions that the last EMC payments would occur in August 2005, 

J. Kennedy and Associates, Inc. 
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although the Commission’s decision in Docket No 31126 could result in the last 

payment in July 2005. I have attached the referenced discovery responses and the 

computations as my Exhibit--(IX-13). 3 

4 

5 Q. 

6 

7 

8 

9 A. 

To the extent the Company’s AREP retained the excess mitigation credits provided 

through the nonbypassable deiivery charges should the Commission utilize these 

amounts to reduce the Company’s stranded cost true-up claim? 
1. 

Yes. To the extent that the Company cannot demonstrate excess mitigation credits were 

directly received by price to beat customers from the AREP, then the Company actually 

has recovered this amount of its stranded cost claim and its claim should be reduced 

10 

1 1  

12 accordingly. 

13 
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VUI. INTEREST AMOUNTS SHOULD BE REDUCED TO CORRECT ERRORS 

Q. Please summarize the errors reflected in the Company's interest amounts included 

in its stranded cost true-up claim. 

A, First, the Company failed to reduce the stranded cost interest base for ADlT in any 

month during the period January I, 2002 through September 30,2005: The failure to 

do so is partially remedied for the years 2002 and 2003 through the ECOM component 

of the capacity auction true-up computation given that the ADlT was a rate base 

reduction in the ECOM revenue requirement amounts. The Commission incorporated 

this reduction in the Centerpoint stranded cast true-up claim as the retrospective ADTT 

benefit. However, I have reflected this retrospective ADIT benefit as a reduction to the 

interest claim. The stranded cost interest should be reduced by $89.305 million for this 

issue. The computations are detailed on my Exhibit-(LK-16). 

Second, the Company failed to reduce the capacity auction proceeds interest base for 

ADIT in any month during the period January 1,2002 through September 30,205. The 

capacity auction proceeds are stated on a revenue requirxments, or before tax, basis. The 

interest base should be net of tax, or reduced by the ADIT, before the interest rate is 

I have used the term "interest base" to mean [lie stranded cost amount, including 
compounded interest, against which the carrying charge rate is applied to compute the interest 
each month from January 1,2002 thraugh September 2005. 
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applied. The capacity auction interest should be reduced by $60.026 million for this 

issue. The computations are detailed on my Exhibit OK-17). 

Third, the stranded cost interest should be computed at the Company’s after tax cost of 

capital and then grossed-up to a revenue requirement amount. This ensures that the 

Company is not retrospectively provided a return on amounts that it did not have to pay .. 

the federal government during the retrospective period. It is appropriate to gross-up the 

after-tax amount as the last step in the final stranded cost true-up quantification because 

the Company will have to pay income taxes prospectively as i t  recovers the stranded cost 

balance. The stranded cost interest should be reduced by $30.791 million for this issue. 

The computations are detailed on my Exhibit-(LK-18). 

Fourth, the capacity auction true-up interest also should be computed at the Company’s 

after tax cost of capital and then grossed-up to a revenue requirement amount. Similar 

to the stranded cost interest, this ensures that the Company is not retrospectively 

provided a ret.urn on amounts that it did not have to pay the federal government during 

the retrospective period. It is appropriate to gross-up the after-tax amount as the last 

step in the final stranded cost true-up quantification because the Company will have to 

pay income taxes prospectively as it recovers the stranded cost balance. The Company’s 

capacity auction interest should be reduced by $4.038 million for this issue. The 

computations are detailed on my Exhibit-(LK-19). 

22 
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Fifth, the Company failed to reduce the stranded cost interest base by the amount of the 

EDIT tax benefit. The Company is not entitled to retain the carrying charge benefit of 

the EDIT during the period January I, 2002 through September 2005. In addition, the 

Commission determined in the Centerpoint proceeding that the stranded cost interest 

base should be reduced by the EDIT tax benefit amount. The Company’s stranded cost 

interest .. should be reduced by $3.083 million for this issue. The computations are 

detailed on my Exhibit___(LK-ZO). 

Sixth, the Company failed to reduce the stranded cost interest base by the net present 

value amount of the ITC tax benefit. The Commission used the net present value 

amount of the JTC tax benefit to reduce the stranded cost interest base in the Centerpoint 

stranded cost proceeding. The Company’s stranded cost interest should be reduced by 

$32.032 million for this issue. The computations are detailed on my Exhibit-(LK- 

21). 

Seventh, the Company failed to reduce the stranded cost interest base by the amount of 

the depreciation (return of stranded costs) recovered through the capacity auction 

proceeds. The Commission used these cumulative amounts each month to reduce the 

stranded cost interest base in the Centerpoint stranded cost proceeding. The Company’s 

stranded cost interest should be reduced by $81.126 million for this issue. The 

computations are detailed on my Exhibit-(LK-22). 
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Eighth, the stranded cost interest base must be reduced for the adjustment to increase the 

-generation asset sales prices for the decline in the M&S and fuel inventory balances that 

I previously addressed. The Company’s stranded cost interest should be reduced by 

$7.967 million for this issue. The computations are detailed on my Exhibit-(LK-23). 

5 

6 

7 

8 

9 

10 

11 

12 

13 

Ninth, the stranded cost interest base must be reduced for the adjustment to remove 

severance costs associated with the mothballed units that I previously addressed. The 

Company’s stranded cost interest should be reduced by $2.700 million for this issue. 

The computations are detailed on my Exhibit-(LK-Z4). 

Tenth, the stranded cost interest base must be reduced for the cumulative mount  of 

EMCs that were paid to and retained by the AREP. The company’s stranded cost 

interest should be reduced by $7.624 million for this issue. The computations are 

14 detailed on my Exhibit-(LK-25). 

15 

16 Q. 

17 

1s A. 

19 

20 

21 

22 

Why should the Commission reduce the stranded cost interest base for ADIT? 

Fundamentally, these are funds that have been provided by ratepayers for taxes in 

advance of the payment of those amounts by the Company to the government. 

€Iistorically, the Commission has used the ADIT amounts to reduce the Company’s 

revenue requirement by subtracting the ADlT amounts from rate base. This 

methodology provided ratepayers a rate of return OR the ADIT amounts at the 

J. Kennedy and Associates, Znc. 
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Company’s grossed-up weighted average cost of capital. The Commission’s traditional 

ratemaking treatment is recognized explicitly in the ECOM revenue requirement 

computation. As such, the ADIT that was used as areduction to rate base in the ECOM 

4 

5 

component of the capacity auction me-up computation effectively reduced the capacity 

auction true-up amount. Finally, the Commission recognizedthat the ADK should be a 

G 

7 

8 

9 Q. 

reduction from rate base,€rom January 1,2004 through the dateof a securitization order 

and termed this reduction to stranded costs as the “retrospective ADFIT benefit.” 

Why did you characterize the retrospective ADIT benefit as a correction to the 

10 

11 

12 A. 

Company’s interest claim in this proceeding? 

The Commission quantified the retrospective ADIT benefit in the Centerpoint 

13 securitization proceeding for logistical reasons, but this retrospective quantification is 

14 

15 

not dependent upon the duration of the stranded cost recovery period or the cost of 

securitization financing. This quantification is an inherent component of the stranded 

16 cost true-up quantification because it is tied to the actual ADIT amount during the 

17 

18 prospective ADIT benefit. 

19 

retrospective period, not the computed ADIT used by the Commission to quantify the 

20 Q- 

21 cost interest base? 

22 

What is the correct amount of ADIT that should be used to reduce the stranded 
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The stranded cost interest base should be reduced by $437.306 million, which is the 

non-SFAS 109 ADIT listed on the Company’s Schedule IX. I previously utilized the 

$141.898 million amount from Schedule Tx, which represents the offset to the SFAS 

109 regulatory asset before the income tztv gross-up, to quantify the reduction to the 

SFAS 109 regulatory asset for the related ADIT. The $141.898 million SFAS 109 

amount is described on Schedule IX as the Q u i t y  AFUDC related ADIT. Accordingly, 

I have reduced the total ADlT balance of $579.204 million amount from Schedule IX by 

the $14 1.898 million previously utilized to prevent double counting interest on that 

mount.  

Why should the Commission reduce the capacity auction true-up interest base for 

ADIT? 

The capacity auction true-up amounts represent ECOM revenue amounts that the 

Company did not recover through the capacity auction process. Accordingly, i t  did not 

have to pay income taxes on the amounts it did not recover. Thus, it would be improper 

to provide the Company with a return on income tax amounts that it never paid. This is 

no different conceptually than subtracting ADIT due to accelerated tax depreciation 

from rate base for traditional ratemaking purposes or to compute the interest on stranded 

casts far true-up purposes. 
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1 Q. Why should the Commission compute the stranded cost interest at the Company’s 

2 after tax cost of capita1 and then gross-up the after k x  interest to a revenue 

3 requirement amount? 

4 

5 A. This ensures that the Company is not retrospectively provided a retum on amounts that 

includes income taxes that it did not have to pay the federal government during the 

retrospective period, but will have to pay prospectively as it recovers the stranded cost 
P .  

6 

7 

8 balance. The Commission recognized this issue in the Centerpoint stranded cost interest 

9 computation. In the Centerpoint proceeding, the Commission computed the interest on 

10 the stranded costs at the grossed-up weighted average cost of capital, but compounded i t  

11 

12 

at the after tax cost of capital. 
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IX. PROSPECTIVE ADIT BEMEFIT SHOULD BE USED TO REDUCE 
STRANDED COSTS 

Please describe the Commission’s quantification of the prospective ADIT benefit in 

the Centerpoint securitization proceeding. 

The Commission quantified this benefit by discounting the reduction in the future years’ 

revenue requirement associated with this rate base reduction. The Commission first 

quantified the nominal dollar amount of the ADIT balance by multiplying its 

quantification of stranded cost, adjusted to remove certain items, by the income tax rate. 

The Commission then used the Company’s UCOS grossed-up overall rate of return 

applied to the unamortized ADIT balance each year to quantify the reduction i n  the 

revenue requirement due to this tax benefit. T h e  Commission amortized the ADIT 

balance over the stranded cost recovery period to quantify the annual unamortized ADIT 

balance remaining each year. Finally, the Commission computed the net present value 

of the prospective ADIT benefit by discounting the future years’ annual reductions in the 

revenue requirement using the Company’s grossed-up overall rate of return. 

Have you made a similar quantification for the Company’s prospective ADIT 

benefit in this proceeding? 

Yes. The net present value of the Company’s prospective ADlT benefit in this 

proceeding is  $274.046 miIlion. Similar to my quantification of the ITC tax benefit, I 

J.  Kennedy arid Associates, lnc. 
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utilized a twelve year stranded cost recovery period and the Company's grossed-up 

overall rate of return to compute the future years' annual revenue requirement effects 

and also to quantify the net present value by discounting those future years' annual 

effects. The computations are detailed an my Exhibit-(LK-26). 

Q. Why did you make this quantification in this proceeding rather than waiting for a 

securitization or CTC proceeding? 

A. This quantification can and should be made in this proceeding because i t  directly affects 

the final stranded cost true-up amount. There is no reason to wait until a subsequent 

proceeding to make this quantification. If the Company makes a securitization ar CTC 

filing and the Commission uses a shorter or longer recovery period than the twelve years 

that I used, then the amount can be trued-up during those proceedings. 

Q. Does this complete your testimony? 

A. Yes. 

J. Kennedy and Associates, Znc. 
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STATE OF GEORGIA 1 

COUNTY OF FULTON 1 

LANE KOLLEN, being duly sworn, deposes and states: that the attached are 
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Y c  
Lane Kollen 
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2nd day of September 2005. 

UNotary Public 

RANDY A. FUTRAL 
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Cobb County 
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My a m .  Expires Aug. 26,2008 
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€&SUM33 OF LANE KQLLEN, VICE PRESIDENT 

University of Toledo, BBA 
Accounting 

Univcrsity of Toledo, MBA 

Certified Public Accountant (CPA) 

Certified Management Accountant (CMA) 

American Institute of Certified Public Accountants 

Georgla Swlety of Certiffed Public Accountants 

Institute of Management Accountants 

More than twenty-five years of utility industry experience in the financial, rate, fax, and planning areas. 
Specialization in revenue requirements analyses, taxes, evaluation of rate and financial impacts of traditional 
and nonuaditional ratemking, utility mergerdacqujsition diversification. Expertise in proprietary and 
nonproprjctary sohare  systems used by utilities for budgeting, rate case support and strategic and financial 
planning. 

J. KENNEDY AND ASSOCIATES, NC. 
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RESUME OF LANE KOLLEN, VICE PRESIDEPIT 

1986 to 
Present: v: Vice President and PrincipaL Responsible for utility 

stranded cost analysis, revenue requirements analysis, cash €low projections and solvency, 
financial and cash effects of traditional and nontraditional ratemaking, and research, 
speaking and writing on the effects of tax law changes. Testimony before Connecticut, 
Florida, Georgia, Indiana, Louisiana, Kentucky, Maine, Minnesota, North Carolina, Ohio, 
Pennsylvania, Tennessee, Texas, and West Virginia state regulatory commissions and the 
Federal Energy Regulatory Commission. 

1983 to 
1986: LeadConsultant. 

Consulting in the areas of strategic and financial planning, traditional and nontraditional 
ratemaking, rate case support and testimony, diversification and generation expansion 
planning. Directed consulting and sohare development projects utilizing PROS WEN I1 
and ACUMEN proprietary software products. Utilized ACUMJ3 detailed corporate 
simulation system, PROSCREEN I1 strategic planning system and other custom developed 
somvare to support utility rate case filings including test year revenue requirements, rate 
base, operating income and pro-forma adjustments. Also utilized these software products 
for revenue simulation, budget preparation and costsf-service analyses. 

1976 to 
1983: w: Planning Supervisor. 

Responsible for fmancial planning activities including generation expansion planning, 
capital and expense budgeting, evaluation of tax law changes, rate case strategy and support 
and computerized financial modeIing using proprietary and nonproprietary softwan: 
products. Directed the modeljng and evaluation of planning alternatives including: 

Rate phase-ins. 
Construction project cancellations and write-offs. 
Construction project delays. 
Capacity swaps. 
Financing alternatives. 
Competitive pricing €or off-system sales. 
Saldeasebacks. 

J. KENNEDY AND ASSOCIATES, INC. 
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RESUME QF LANE KOUEN, VICE PRESIDENT 

Air Products and Chemicals, Inc. 
A i m  Industrial Gases 
Alcan Aluminum 
Amco Advanced Materials Co. 
Armco Steel 
Bethlehem Steel 
Connecticut Industrial Energy Consumers 
ELCON 
ENon Gas Pipeline Company 
Florida Indusbial Power Users Group 
General Electric Company 
GPU fndustrial Intervenors 
lndiana Industrial Group 
Industrial Consumers for 

Industrial Energy Consumers - Ohio 
Kentucky Industrial Utility Customers, Inc. 
Kimberly-Clark Company 

Fair Utility Rates - Indiana 

Lehigh Valley Power Committee 
Maryland lndustrial Group 
Multiple Intervenors (New York) 
National Southwire 
North Carolina Industrial 
Energy Consumers 

Occidental Chemical Corporation 
Ohio Energy Group 
Ohio Indushial Energy Consumers 
Ohio Manufacturers Association 
Philadelphia Area Industrial Energy 

PSI Industrial Group 
Smith Cogeneration 
Taconite Infentenors (Minnesota) 
West Penn Power Industrial Intervenors 
West Virginia Energy Users Group 
Westvaco Corporation 

Users Group 

. 

Georgia Public Swvice Commissjon Staff 
Kentucky Attorney General's OMce, Division of Consumer Protection 
Louisiana Public Service Commission Staff 
Maine Ofice of Public Advocate 
New York State Energy Office 
Office of Public Utility Counsel (Texas) 

J. KENNEDY AND ASSOCIATES, INC. 
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Allegheny Power system 
Atlantic City Electric Company 
Carolina Power & Light Company 
Cleveland Electric Illuminating Company 
Delmawa Power & Light Company 
Duquesne Light Company 
General Public Utilities 
Georgia Power Company 
Middle South Services 
Nevada Power Company 
Niagara Mohawk Power Corporation 

Otter Tail Power Company 
Pacific Gas &Electric Company 
:Public Service Electric &Gas 
Public Service of Oklahoma ' 

Rochester Gas and Electric 
Savannah Electric & Power Company 
Seminole Electric Cooperative 
Southern California Edison 
Talquin Electric Cooperative 
Tampa Electric 
Texas Utilities 
Toledo Edison Company 

J. KENNEDY AND ASSOCLQTES, INC 
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Expert Testirrkiny Appearances 
of 

Lane Kollen 
As of August 2005 

Date Cape Jurbdlct Party UUlky Subject 

1W 

tl186 

lvsS 

1/87 

3 7  

a7 

4w7 

5187 

5/87 U-17282 LA 
CaSe 
In W 

7187 u.17252 LA 
Ci3H 
In Chief 
sunebuttd 

7fi7 U-17262 LA 
PNdtrnce 
S U M d  

Louisiana PuMic 
W i  Cmmkdon 
SM 

GoK Stales 
UUKM 

GUN StareS 
USlfties 

MwwngaPeia Power 
co. 
Gull Staler 
ulinIies 

cuke Power ca. 

m a h e l a  Power 
co. 

Gut Sales 
UliliusS 

Gull Sues 
UbTh 

Gulf Stales 
U l k e  

Cash revenue faquhmah 
bandid sdvency. 

Revenue requirements, 
R h  Bend 1 phase-in plan, 
f i n d  sakemy. 

R m e  rqulranenb 
River Bend 1 phasein plan, 
iinanchlsolveny. 

PNdenw of River Bend 1, 
m i c  aheEyse* 
cancena!ion swi. 

J. KENNEDY AND ASSOCL4TES, INC. 



Exhibit ( L K -  1) 
Page6 of26 

Dale 

c_. 

7187 

BIB7 

1 M 7  

11/87 

ilss 

2/80 

2188 

Expert Testimony Appewances 
of 

Lane Kollen 
As of August 2005 

Case Jurisdlct. party Utlr i i  SubJecl 

R e v a l w e r e q m .  
Tax Rebm Ad d 1%. 

Revenue requlmtmnts, O M  
expanse, Tax Reform Ad 
d 1986. 
Revenue~uirementt, OW 
axpenstt, Tax Refomr Ad 
d 1966. 

Larkvwe Gas 
d E W k  

10217 

M57017 PA 
-1cw1 
M-87017 PA 
-2coo5 

U-17282 LA 
19h hdii 
DSW U 

Tax Refcnn Adof 19%. 

J. KENNEDY AND ASSOCIATES, LNC. 
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Expert Testlmony Appearances 
of 

Lane Kollen 
As of August 2005 

Date Care Jurlsdld Party Utility SubJecl 

M-87017- PA 
-1coo1 
Retutief 

Mebcpdilan 
E d h  Co. 

Nonuliigenwatur deW 
mst mwy, SFAS No. 92 

M-8701'7- PA 
-xw5 
Rebuttal 

PEnI!.qyJvanta 
El& Co. 

c4nneclial 
IndusMal Energy 
COnsUmSn 

Kentucky lrduslrlal 
UtmtyCUstDmen 

Ctdo lndustrbl 
Energy Cm3umefa 

10064 Ky 
Reheahg 

85170- OH 
EL-AIR 

Cleveland oectric 
I h i n e t l r g  CQ. 

e~m- M 
EL-AlR 

Tole& E d i i  Ca 

@am FL 
35w 

%f!dl3 hdU6bhi 
Power Users' Group 

FkridaPoweri% 
Light ca 

3 7 8 w  GA Atlanta Gas L i i  
co. 

U-17282 LA 
Remand 

Gulf slebs 
Ulilitles 

Rate fgse exclusion phn 
(SFASNo.71) 

U.17970 LA h & n  e q m e  (SFAS No. 87). 

U.17449 IA 
RebuM 

Cornpersaled abxlnces (SFAS No. 
43). pem'm expense (SFAS No. 
87). part 32, iocwns tax 
normalization. 

J. KWWEDY AND ASSOCIATES, INC. 
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Expert Testimony Appearances 
of 

Lane Kollon 
As of August 2005 

Date Car. Juhdlct. p a 5  Utility Su bJect 

U.17282 , VI 
Phase II 

2/89 

. I  

BBlW&N R 
890326N 

U-17970 LA 7189 

8555 Tx 

M U  GA 

10189 

lQ@0 

low9 

8928 Tx EnmnGaa 
pi& 

RJB1354 PA 

Rewnue requlremenki, 
sablbaseback 

11189 
12iW 

1lI)O 

J. KENNEDY AM) ASSOCIATES, INC. 

f l P  



'Exhibit -L.K-I) 
Page9 of26 

Expert Testimony Appearances 
of 

Lane Kollen 
A8 of August 2005 

Date Care JurIrdlct Party Utlnty SubJea 

1m 

m 

4190 

4190 

9 m  

1290 

3F31 

5191 

981 

9/91 

11m 

u-17282 
phase 111 

890314EI 

890319El 
R e W  

U - l m  

90.158 

U I7282 
Phme IV 

29323. 
€4. al 

9945 

P-910511 
P-910512 

91-231 
.E*NC 

blf282 Lwlsii  Public 
S ~ C W n m i b c i i i  
!Mi 

Hagala M0h;rrUk 
Pwrercorp. 

El Pasa El& 
co. 

Wes( Pmn Power Co. 

Monorgahda Power 
co. 
Gun swar 
U t l k  

Phasein oi River Bend 1, 
dwegulabd assat pteh 

lmnliw mgulatkn. 

J. KENNEDY AND ASSOCIATES, LNC. 
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Expert Testlmony Appearances 
of 

Lane Kollen 
As uf August 2005 

Date Case Jurisdld party Utillty Subject 

WEB expense. 

Merger. 

ma expanse. 

J. KENNEDY AND ASSOCIATES, INC. 
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Expert Testimony Appearances 
of 

Lane Kollen 
A8 of August 2005 

Oat. Case Jurtrdict. P a 9  Utlllty SubJaEt 

11/92 

#3 

1193 

3193 

393 

a3 

3i%i 

rn 

4183 

R-00922479 PA 

0487 Mo 

39498 IN 

92.11.11 a 

93-01 OH , 
EL-EFC 

Ec92. FERC 
nwo 
EF32.Bo5-ocO 

92.1464- W 
E L a A I R  

Ballknxe Gas h 
uedffi co., 
BelNehem Sled Cap. 

PSI Energy, Inc 

Ohb Pourwco. 

OPE8 expem 

ORB e x p ,  defarred 
fuel. CwlP m Fi)(e base 

Merger 

Revenue reqUiremenB, 
ph& pbn. 

Merger. 

J. KENNEDY AND ASSOCIATES, INC. 
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Expert Testimony Appearances 
of 

b n e  Kollen 
As of August 2005 

Date Case Jurlsdln Pa* Mimy SubJect 

93-113 KY Fwl dwse axl mai umtrad 
refund. 

u.1.17735 LA Louisiana P u k  
Senh cornminidl 
Slan 

U-20647 LA Gun Stales 
Utllitks Co, 

u-m7 LA 
(Sunebuua9 

U-20178 LA 

u-19904 v\ 
IriM POgC 
WzqjerEamiis 
Review 

Louisiana Public 

SW 
s e ~ c c f n n $ ~  

Cajun flW 
P o w c ~ l a l i v e  

3054 GA 

525811 GA Southern Ball 
Telephone b, 

J. KENNEDY AM) ASSOCIATES, INC. 
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Expert Testimony Appearances 
of 

Lane Kollen 
As of August 2005 

Datr CWE Judsdld Pa* Ullllty Subject 

Riwr Bend phasein ptan. 

structure, o h r  fwmue 
reauirernenl issuse. 

derogulaled arset @an, capital 

LA Lauk i ia  P M c  
Service Commission 
Stan 

PA PP8L lnduslrial 
Customer M i a m  

Pennsykania Paver 
& Ugh1 Q. 

Revenue requirements. Fo& 

decomlsabni-g. 

Incentive regulah, aMlate 
lrim&hs, r8Yenue requimts, 
rab rehnd. 

diemanling, nuder 

GA Georgia Pubk 
Service CMunkS’k 

UI 

m 

LA Gull S k  
wues co. 

LWWiaM Public 
Service Comnission 

11195 U-21485 LA 
(Supplemental Diiecq 

(Surrebuttai) 
12195 U.21485 

Gun Stabs 
Utilities Co. 

J. KENNEDY AND ASSOCIATES, LNC. 
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Export Teshony Appearances 
of 

Lane Kollen 
As of August 2005 

Data Case Jurlsdkt  P a m  Utlllty Subject 

1/96 95299 OH 
EL-AIR 
95.300. 
EL-AIR 

IMB WCNn Tx 
14967 

!B6 95485LCS NU 

7196 8725 ha 

w urn2 IA 
11196 u-22092 

(SumbW 

Ptiledelphls Aree ECO Energy Co. 
lndusrial my 
Usea Gmp 

J. KENNEDY AND ASSOCIATES, INC. 
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Expwt Testimony Appearances 
of 

Lane Kollen 
As of August 2005 

Date Carr Jurisdd Party Utlllty Subject 

F-00973953 PA Philadelphm Am 
Induskktl Energy 
usen Gmup 

PECO E n q y  Co. 

R40973954 PA PPSL Indurb% 
Cuslamer Al!ianca 

U-22092 LA 

97-3m KY 

Pennsyivenia Power 
& L'ght CO. 

97-m KY ei Riven 
Eiedliccorp 

MelrOpDittyl 
Ediion Ca. 

R-974008 PA 

11197 97-204 KY 
(RebW) 

e i  Rim 
Reclriccarp. 
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Expert Testimony Appearances 
of 

Lane Kollen 
As of August 2005 

Datr Case Judsdld. Pa* Utility Subjpct 

11147 R-973981 PA 

11197 R-974104 PA 

12/97 R.973981 PA 
(Sunebuttd) 

2190 07-74 MO Wesham 

Westpenn 
Power co. 

West Penn 
Powet co. 

Enter9 Gulf 
State$ lllc 

3. KENNEDY AND ASSOCIATES, INC. 
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Expert Testimony Appearences 
of 

Lane Kollen 
As of August 2005 

Date Case Jurlsdict Utrn Subject 

fxmu GA AUam GaJ 
Light Ca 

Enlergy Gulf 
Slates, h. 

swEpco,cswad 
AEP 

En- Gulf 
Slates. Inc. 

United Iliumlnathg 
co. 

J. KENNEDY AND ASSOCIATES, WC. 
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Expert Testimony Appearances 
of 

Lane Kollen 
As of August 2005 

Date Case Jurtsdld. Party Utlllly - ~bjsct 

Louisiana Wi 
service comnissiwf 
Slan 

Entugy Gulf 
states. Inz 

98-474 KY 

98.425 KY 

94082 w 

991183 KY 

Entergy Gulf 
Stale& tnc. 

99030( CT Connedjcut Indudrial 
Energy Consumers 
mechanisna. 

4% 99.02.05 CT ConnecScut W! 
and Power CQ. 

Kentucky lndusbld 
ULFbly customers 

Louiswlk Gsr Revenue requ(remenla 
8-d uectir: co. 

buisv i i  Gas 
and Eledrk Co. and 

AllemaCM regulatkn 

J. KENNEDY APrD ASSOCIATES, INC. 



Exhibit ( L K - 1 )  
Page 19 of26 

Expert Testimony Appearances 
of 

Lane Koilen 
As of August 2005 

bate Carre Jurlsdlct p a w  Utiutv Subject 

:. 
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Expert Testimony Appearances 
of 

Lane Kollen 
As of August 2005 

Date Case Jurlsdlct. Party Ulllyr Subject 

OW A-210550F0147 PA Phibdslphb Area 
lndusbid Eneigy 
Usem Glwp 

07100 22340 Tx The Odlas-FMtwccth 
Hobpaalcouncuandme 
Codibn 01 lndepnlenl 
wes and Univenilies 

CEvW 99.1658- OH 
EL# 

AK Sled Cop. 

Enkrgy Gun 
Siaba blc 

J. KENNEDY ANID ASSOCIATES, INC. 
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Expert Testimony Appearances 
of 

Lane Kollen 
As of August 2005 

Date C a w  Jurlrrdlct. party utiufy Subject 

U-21453 LA 

U - Z W  LA 

Louisiana Pubk 
~ c o m n i s s k x l  

SWEPCO 

CLECO 

07m 

08nx) 

loAM 

lQX10 

11IIM 

12/00 

01101 

01n1 

01x11 

O l l o l  

wc22350 Tx 
SOAH 4t3001016 

RU Etectric co. 

U-21453, W B 2 5  
and G2M92 
(Subdoskel 6) 
(SumbuWj 

CaSeNp. KY 
m388 

Enlergy Gcd 
states. k, 

CaSeNo. KY 
m 3 9  

J. KENNEDY AND ASSOCIATES, UYC 
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Expert Testimony Appearances 
of 

Lane Kollen 
As of August 2005 

Date Case Jurlsdkt. Party Utllrty SubJscl 

P-00001880 PA 
Prn1861 

u.21453, LA 
u-20925, 
U-22092 
( S U W t  R) 
seicsnent Tenn sheet 

Met-Ed tndu- 
w@wJ 
Penelec Ind W 
Customer Aniencs 

Lauisha PI& 
Public Service t4mm 
Ski# 

EnIergy Gulf 
stales Inc 

Atlanla Gas LgN Co. 

Busness separation $an: 
sefflement agfeemenl w1 averan pbn shdun, 
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Date Caw Jurisdid. 

11101 U-25687 U 
(Mw 

om2 25230 Tx 

om2 U-2m LA 
(SunebutM) 

0 2  C01145-El n 

W102 U-25687 LA 
(Supplementd Sunebuw 

u-25888 LA 

Expeit TestJmony Appearances 
of 

Lane Kollen 
As of August 2005 

Party UUllty SubJect 

J. KENNEDY AND ASSOCIATES, XNC. 
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Expert Teslimony Appearances 
of 

Lane Kollen 
As of August 2005 

Dale Cane Jorfsdkf. Pa* Utlltty Subject 

ER05682000, 
ERo3$82401,end ' 

ER03-682402 

ERD3-744-DM). 
ERIU.744401 
(Consolidated 

12/03 m34334 m 
Mo3.0335 

1x3 U-nl36 LA 

J. KENNEDY AND ASSOCIATES, INC. 
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Expert Testtmony Appearances 
of 

Lane Kollen 
As of August 2005 

0304 

OW 

Kentucky Indualrial 
utiily Customen, Inc. 

03/04 sa4HDocket Tx 
47304.2459. 
P K  Dodrd 
292% 

04-1SsEL- OH 

Houslon CouKp Rx 
Health ml Edmatbn 

Louisiana Public 
Selvice C m i s s i o n  

SWPCO Revenue requlwrwnls. 

J. KENNEDY AND ASSOCIATES, MC. 
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Expert Testimony Appearances 
of 

Lane Kollen 
As of August 2005 

Date Cam Jurlsdkt. Party uurKy Subject 

186w GA 
Panel wah 
Tmy Wacketiy 

186384 GA 
Panel wfth 
MCheL Thebsrt 

KY 

KY 

FL 

Gdlatin Sleel Ca 

Kenlucky Industrial 
ullity Cusmers. h, 

East Kenw P a w  
cageratty Inc, 
Si Sandy Recc, etal. 

AUanla Gas LiqN Ca 

Adanta Gas Light co. 

AilantaGas UghlCo. 

Kenlucky Paw Co. 

. .  
Rewnue requlremwaS. 

J. KENNEDY AND ASSOCIATES, IIIYC. 
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Exhibit JBB-2 
Page 7 of 1 

AEP TEXAS CENTRAL COMPANY 
SFAS 109 REGULATORY ASSETS 

GENERATION ASSETS 
December 31 2001 

I SFAS 109 REGULATORY ASSET - FEDERAL 1 
Flow-Thru Temporary Differences (AOFUDC / 
Other) Exhibit JBBJ 12,935,751 392,485,951 405,421,702 

Federal Income Tax Rate 35% 35% 35% 

SFAS 109 Regulatory Asset - Federal 4,527,513 137,370.083 141,897,596 

SFAS 109 Regulatory Asset - Federal GtossUp 2,437.892 73,988,506 76,406,398 

Total SFAS 109 Regulatory Asset -- Federal 

I SFAS 109 REGULATORY ASSET - STATE 1. 
Total SFAS 109 Regulatory Asset - State 

1 SFAS 109 REGULATORY ASSET -- SUMMARY I 
Total SFAS 109 Regulatory Asset - Summary 

[Generatlo;;] {Nuclear[ 
Exhibit JBB-4 3,806,369- , 27,360,268 31 66,637 

240,470,631 
3 

85 
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AEP Texas Central Company 
Regulatory Assets Included In Stranded Cost Not Prewlously Securtized 

Asset Name 
SFAS 109 Regulatory Assets: 
Other Tax Related 
Deferred Accounting ADlT Deficiency 

Mirror CWlP (Retail and FERC) 
Loss on Reacquired Debt 
Deferred Electric Business Study 
DOE D8D 
DSM 
Deferred Accounting 

Total 

BALANCE AS OF DECEMBER 31,1998 

Texas Retail 
Generation 

Regulatory Assets 
$ 448,600,487.00 

4,824,470 
453,424,957 

256,004,868 
66,963,634 
2,259,469 
4,470,354 
4,676,507 

402,447,027 

$ 1,270,246,816.00 

Amount 
Securitized 

$ i39,1a2,000.00 - 
4,824,470 

144,006,470 

253,656,969 
64,350,789 

- 
4,676,507 

482,447,027 

$ 949,137,762.00 

Balance as of 
12l3112001 Not 

Outstanding Previously 

$ 309,418,487.00 $ 249,470,631.00 
Regulatory Asset Securfthed 

- 

309,418.487 249,470,631 

2,347,899 - 
2,612.845 
2,259,469 
4,470,354 3,169,647 

- 
$321,109,054.00 _cc $252,640,278.00 
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SUPPLEPAEKTAL SCHEDULE 5 

CENTRAL POWER AND LIGHT COMPANY 
PUBLIC UTILITY COMMISSION OF TEXAS 

REGULATORY ASSET SECURITl2A”lON FIUNG 
SFAS 108 INFORMATION 

Line 
No. 

12/31/1998 Balance Per 10-K 

Less: 
SFAS 109 amounts not considered in 
the asset by asset presentation 
on Schedules A-F 

ITG Gross-up 
Excess ADIT - Gross-up 

9 
Remaining SFAS I09 balance available 
to securitize -Total Company 

12 
13 Texas Retail Generation Portion 

$ 379,399,544 

$ (80,501,764) 
(1 3,707,606) 

$ (94,299,370) 

$ 473,698,914 

$ 448,800,487 

697 

136 

89 



i 

I 

. 

CENTRAL POWER AND LIGHT COMPANY 
PUBLtC UTlLiTY COMMISSION OF TEXAS 

REGULATORY ASSET SECURmTION FUJNG 
SFhS 109 REGULATORY A S m s  AND R U E D  A S S m  

(8) (C) (Dl F) 
Retail Texas Gen. 

Total Company Remalnlng Life Regulatory Assets 
Name of Asset Giving Rise Total Company Associated SFAS of Asset at To Securitize 

at 1213111988 72/31/88 

(4 

Line 
NO. to the SFAS 109 Asset 12131190 Asset Balance 109 Reg. Asset 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 

- 
m 
'A 

rn 
(D 
CD 

Plant-ln Service - Perm I FT 
$ 30.367.100 

plant-In Service - AFUDC Equity 422,341,238 227,414,512 29 years 214,48l,!i70 

$ 59,796,647 $ 32,198,134 29 years  asi is differeRCeS 
, 

Accounting Order Deferral - MCWlP 256,702,338 138,224,336 29 years 337,848,780 

Accounting Order Deferral - Deferred 
AccoUtlting ADlT Defi~hncy Groswp 4,824,470 2,697,792 29 years 2,597,792 

83,306,245 
5, 473,690,914 $ 448,800,487 

3,147,634,000 73,264,080 29 years PIant-fn-Service - Sbte ROW ThW 

L 
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alternative method of cornpllance In recommends that operaton report lNp8CtiOn 
accordonce with paragraph I0 of this AD. The flndlngs of any c m k  or hcturct in the 

carriage spindle lo the manufacturer, this AD 
' does not contain such a reporting 

Kate 4: Informarlon concerning the 
cxlsrcnce of opprovcd allcrnative mcthods o f  
compliance with this AD. lf any, m y  be 
oblaLisdIrom the Seattle ACO. 

request should 6clud-e ah assessment of the 
effect of the modification. alteration, or repah 
on rlic unsofe condirlon addressed by this 
AD; and. i l ihe u n d o  conditlon has not been 
eliminated, the request should hclude 
specific pmponed actinns ro address tt. 

Comp!iance: R e q u i d  as indicated. unless 
accomplished previously. 

To prevent severe flap asymmetry due [o 
iracturees of the carriage splndles on en 
outboard mld-flap, which could iesull in 
reduced control or loss of ControllRbiijty of 
the airplane, accomplish tho following: 
RestatPmallt ofRequlrement9 of AD 2002- 
22-05' 

Repetitive Lnspectioils 

test (NDT) inspectlons of each cerrtage 
spindle (two on each flap) of the left and 
right outboard mid-flaps to find cracks. 
hcturcs. or coi-msion ot the latcr of the times 
specified in paragraphs (a)[l) and (al(2) OF 
this AD, as apphable. per the Work 
Inshvclions of Booing Alert ScrvIcc Bulletin 
737-57A1277. dated ruly 25.2002. Repeat 
the inspections at least every 180 days until 
paregraph (b] or (c) of this AD is done, as 
applicable. 

fllght cycles or 8 years In-aeriice on new or 
overhauled caniage spinjles, whichever is 
flISl.  

(the eEectlvc dcte of AD 2001-22-05, 
am endm w t 89-1 29 29). 

Note 2: For the purposes of chi8 AD, a 
gensml visual iaspectioii 1s defined as: "A 
visual examination of an interior or exterior 
area. installation, or assembly to detect 
obvious damage. failure. or hegularlty. Thls 
level of inspection is ma& fmm within 
touching distance unless otherwise specified. 
A mirror may be neces.sary to snhmce vlsual 
access to all exposed surface8 in the 
Inspection area. This level of invpection Is 
made under normally avdabte  llghtlng 
condlrions such as daylight, hangar lighting. 
flashlight, or dropllght nnd may require 
removal or ope i~hg of accefiu panels or doors. 
Stands. loddcrs. or platforms may be requltcd 
lo gain proxlmity to the area being checked." 

Corrective Adion 
(h) If any crack, fracrum, or cnrrosion I s  

found during any inspection required by 
paragraph [a) of this AD: Bsfom further flight. 
do the applicable actions far that spindle as 
specified In paragraph Ib)(l l  or (bI(2) of thls 
AD. per the Work Instruction3 of Eoelng 
Alert Service Bulletin 737-57A1277. doled 
July 2.5, 2002. Thcn rcpnat the inspoclions 
required by paragraph (a) of this AD every 
12,000 fllght cydee or 8 y e w .  whichcvw Is 
first. on the overhauled or replaced spindle 
only. 

spindle. overhaul the spindle. 

carriage spindle, replace with a new or 
ovarliauled camage spindle. 

NotR 3: Alrhoiigh Roolng AIcn Sl?rvtcn 
Dulletin 737-57A1277, dated July 25, 2002. 

(a] Do geneml vlsusl and nondesnuctive 

(I) Before the accumulationof 12,000 iota3 

(21 Within 90 days aRer November 15,2002 

( I )  lfnny cnrroslon is found In the cnrrlogo 

(2) If any crack w h c t u r e  is found in the 

- -  
raquiremenr. 

Special Flight I'ermitu 
New Requlrernents of This AD 

Overhaul or Replacement 
(c) Overhaul or replace. as applicable, ell 

)our carrlage splndlev (two on each nap) of 
the left and rlght outboard mid-flaps at the 
applicable time specified in paragraph (c)(l) 
or (c)(2) 01 this AD, par t h  Work lnshuctious 
of Boetng Alert Servlce Bulletin 737- 
57A1118. Kevision 3. dated luly 25,2002. 
Than repeat tho appllcnhle ovnrhoul or 
replacement every 12,000 flight cycles or 0 
years, whichever is first. Accompfishment of 
thin pamgraph ends the repetltlve jnspecllnns 
required by paragraphs (a) and (b) of this AD 
(1) For Model 737-100, -200, and - 2 O K  

series alrplenes, overhaul or replace at t b ~  
later of the t h o 6  specined in paragraphs 
(c)(l)(l) and (c)(lXii) of thii AD. 

(i) Before the accumulation of 12,000 total 
flight cvcles on the carrlag spindle. or 
within-8 years slnce overhaul of !he eplndlc 
or instalktion of a new spindle. whichever 
is Erst. 

[li) Within I year anor rhn effcctiva date nf 
this .4D. 

( 2 )  For Model 737400.400. tlnd -600 
series airplanes, overhaul or replace at the 
later of the times specNed in  paragraphs 
(c)(2)[i) end (c)(2)(ii) of this AD. 

(i) Befm the accumulation of 12,000 total 
fflght cycle8 on the carritige spindle, or 
within 8 ycon slncc ovcrhaul of thc spindle 
or installatton of a new spindle, whichever 
is first. 

(11) WlthIn 2 years after the effective date 
of tNs AD. 

(d) During arco~nplishmenl of any 
overhaul r q l r e d  by pamgraph (c) of thls 
An. use the procedures specified in 
paragraphs (dI(1) end (d)(2) of thls AD during 
appllcation of the nickel plating of the 
camage spindle in addition to those 
specified In Boeing 737 Standard Overhaul 
Practices Manual. Chapter 204249. 

(1) Begin the hydmgen embrfttlement nliel 
bake wlthin 10  houn efter appllcntlon of the 
plating, or less than 24 hours after the current 
was I b t  tlpplled ra the part, whichever iu 
Arst 

(21 The maximum thickness of the nlckel 
plating that 1s depoeiled tn eny one plating/ 
bakinR cycle must not exceed 0.020 Inch. 

it?) Overhaulbg or repleclng the carriage 
spindles hofnn? the cffective date of this AD. 
in accordance with Bwing Alert Service 
Bulletin 737-57A1277, dated July 26,2001. 
I s  considarrtd acceptehle fnr compllancfi with 
the overhaul orreplacemcnt speciffed in 
pardgrdpii (c) or illis AD. 
Alternative Methods of Cornpllance 

[f) An alternative melhod of cornpllance or 
adjuetmsut u l  the compliance t h e  that 
provtdes an acceptable level of safety may be 
used if approved by the Manager, Sealtle 
ACO. Operatom shall subinlt their raipeuls 
through an appropriate FAA Prlnclpal 
Maintenance Inspector, who m y  add 
comments nnd then send It tn rhn Manngor. 
Seattle ACO. 

(8) Special fllght permits may be Issued Ln 
eccurdsncs with wctionv 21.107 and 2'1.199 
of the Federal Aviation Regulations (14 CFR 
21.197 arid 21.199) to operala the airpluie to 
a location wliere the requirements of thla An 
cen be accomplished. 

issued in Ronton, Washington, on Pebrunrg 
26.2003. 
All Bahromi, 
Acting MmaRer, Tinnsprt Alrplane 
Directomle, Aircruff CertffIcotion Servlce. 
(FR Doc. 03-4000 Nled 8-3-03; 8:45 am1 
BlLUHQ CODE 481~l-13-P 

DEPARTMENT OF THE TREASURY 

Internal Revenue Service 

26 CFR Part 1 
(REG-104385-01] 

RIN 1545-AY75 

Appllcatlon of Normalization 
Accountlng Rules lo Balances of 
Excess Deferred Income Taxes and 
Accumulated Deferred Investment Tax 
Credits of Public Utililies Whose 
Generation A s s e t s  Cease to be Public 
Urillty Property 
AGENCY: Internal Revenue Service (IRS). 
Treasury. 
ACTION: Notice of proposed rdemaking 
and notice of public bearing. 

SUMMARY: '['his document  contains 
pro osed regolalions that provide 
yixance on the  normalization 
requirements applicable to electric 
utilities that benefit (or have benefitted) 
from accelerated depreciation methods 
or from the investment tax credit 
permitted under pre-1991 law. The 
proposed regulations pormit a utility 
whose e1oc:tric:ity gcnenition assets cwse 
10 be public utility pnJperty to rehirn to 
their ratepayers the normalization 
rsserves for Oxcess deferred income 
taxes EDFIT) and  accumulated deferred 
investmetit tax credits (ADrl'C)) with 
respect to those assets. This document 
also provides notice of a public hearing 
o n  these proposed regulations. 
DATES: Written or alectronic comments 
must be ruceivcd try June 2, 2003. 
Requests to speak and outlines of topics 
to be discussed at  the publ ic  hearing 
scheduled for June  25,2003, at  10 a.m. 
must be received by June 2. 2003. 
ADDRESSES: S e n d  submissions to: 
C C P A R U  (REG104305-01), room 
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5226, Internal h v r n u e  SflwicR, Post 
ofh3 Box 7004, Ben FrankIin Station, 
Weshington, DC 20044. Submissions 
may be hand-delivered Monday throu h 

Courier’s Uesk, In t e rn~ l  Revenue 
Service. 1111 Constitution Avenue, 
NW., Washington, DC Alternatively, 
taxpayers may submit comments 
el1:r:tronic:idly by submitting comments 
directly to the IRS Internet site at 
wwrv.irs.gov/regs. The public hearing 
will be held in the Internal Revenue 
Building, 11 11 Constitutiou Avenue, 
N W  , Washington, DC. 
FOR FURTHER INFORMATION CONTACT: 
Concerning tho proposed rcgulntions, 
David Suljg, R t  (202) 622-3040; 
concerning submissions of comments, 
the hearing, or to be placed on the 
building access list to attend the 
hearing, Treena Garrett. at (202) 622- 
7190 (not loll-free numbers). 
SUPPLEMENTARY INFORMATION: 

Background 
This document contains proposed 

amendnieiiki to the hcome Tax 
Ragufations (26 CFR part 1) relating to 
the normalization requirements of 
sections 168(f)(2) and 168(i)(S) of the 
Inlernal Revenue Code (Code), section 
203(e) of the Tax Reform Act of 1956, 
Public Law 94-514 (100 Stat. 2146), and 
former section 4G[4 of the Code. The 
pmposed rugulaticjnu rcspond to 
cbiinges in the electric: power industry 
resulting from deregulation of electricity 
gensratioii f-acilities. 

Section 160 of the Code pennits the 
use of accelerated depreciation 
methods. Section 168(1](2) provides, 
however, that accelerntod depreciation 
is permitted with respect to public 
utility property ouly il the taxpayer uses 
3 normalizetiou method of accounting 
for ratemaking purposes. 

Under a normalization method of 
accounting, a utility calm~lates its 
ratcmaking tax expense using 
tlq)wcii;ition thnt is no moro nn:olaated 
than its ralemaking depreciation 
(typically straight-line) In the early 
years of an asset’s hfe, this results in 
ratemakin tax expense that is greater 
than actua! tax expense. The difference 
between the ratemaking tax expense end 
the actual tax expense is added to a 
reserve (the accumulated deferred 
federal income tax retierve. or ADFIT). 
Thc difference betwocn ratemaking tax 
expense aid actual tax expense is not 
permanent and reversw in the laler 
years of the asset’s life wheu tho 
ratemaking depreantion method 
provides larger depreciation deductions 
and lower tax expense than the 

Friday between the h o u n  of 8 a.m. an li 
5 p.m. to: CC:PARU [XEG104355-01), 

accelerntod method used in computing 
actual tax expense. 

This accounting treatment prevents 
the immediate flowthrough to utility 
mtcpapers of the reduction in current 
b y e s  resulting from the use of 
accelerated depreciation. instead, the 
reduction is treated as a deferred tax 
expense that is collected from current 
ratepeyers through utility rates, and 
thus ie available to utilities as cost-free 
investment capital. When the 
accelerated method provides lower 
depreciation deductions in later years, 
only the ratemaking tax expense ia 
collected from ratepayers and the 
difference between actual tax expense 
and ratemaking tax expense is charged 
to ADFIT, depleting tha utility’s stock of 
cost-free capital. 
Excess Defened lncome Tax 

the highest corporate tax rate from 46 
percent to 34 percent The excess 
deferred federal income tax (EDFIT) 
C B Y B ~ ~  is the bddnce of the deferred tax 
reserve immediately before the rate 
reduction over the balaiice that would 
have been held i n  the revenre if the 34 
percent rats had been in effect for prior 
periods. The EDFlT reserves were 
amounts that utilities had collected 
from ratepayers to pay future taxes that, 
as E result of the reduction in corporate 
tm rates, would not heve to bo paid. 

Section 203(e) of the Tax Reform Act 
of 1988 specifies the manner in which 
the EDFIT meerve can be flowed 
through to ratepayers under a 
noimdizetion method of accounting. It 
pmvid~a that the EDFIT reservt: rnuy bc 
reduced, with II cormspanding 
reduction in the cost of service the 
utility collects from ratepayers, no more 
rapidly than the EDFlT reserve would 
be reduced under the average rate 
assumption method [ARAIvl). For 
taxpayers that did not have adequate 
data to apply the average rate 
assumption method, subsequent 
guidnnw permitted use of the fwufsC) 
South Georgia method RS an alternative. 
In gened .  both the avem e rate 
assumption method and g e  reverse 
South Georgia method spread the 
flowthrough of the EDFIT reserve over 
the remaining lives of the property that 
gave rise to the excess. 
Accuinuiated Defernd Investment TGX 
Cedi& [ADITC) 

similarly limited the ability of 
ratepayers to benefit from the 
iiivestment tax credit determined under 
that section. Under former section 
46(f)(2), an electing utility could flow 
through the investment credit ratably 

The Tax Reform Act of 1980 reduced 

Former section 46 of the Code 

[that is, could mrluaj the cost of sorvicxt 
collecied from ratepayers bv a ralable 
portion of the credit) over the 
investment’s regulatory  life^ The balance 
of the credit remaining to be flowed 
through to ratepayers would be held in 
u rcwrw for uccumulnted deforred 
investment tHx credittl (ADLTC). U t h ~  
utility elected ratable flowthrough of the 
credit, the m!e base (the amount on 
which the utility is  permitted to collect 
a return from ratepayers) could not be 
reduced by reason of any portion of the 
crndit. 
Deregulation of Genemtion Assets 

When the normalization provisions 
were added to the Internal Revenue 
Code, electric utilities were vbitically 
integrated to include generation, 
transmission, and distribution 
functions. Accelerated depreciation, 
investment credits, end normalization 
enhanced the cash flow needed to 
acquire and construct new generation 
assets. Driven by changes in technology 
and economics, however, the electric 
industry has been undergoing 
substantial changes. Many utilities have 
been selling generation assals to new 
entities that ace not subject to rate of 
return regulation and are becoming 
transmission and distribution (or 
distribution-only) companies. In many 
cases, the deregulation of generation 
assets is occurring befomthe EDFIT and 
AUITC reseries associaked with those 
assets have been flowed through to 
rate ayes. 

T i e  Service has issued a number of 
piivatH 1et.tnr rulings holding that 
flowthrough of the FnFIT and A D n C  
reserves associated with M &set is not 
permitted after the asset’s deregulation, 
whother by disposition or otherwise. 
These d i n g s  were based on the 
principlo that flowthrough is pcrmitted 
only  over the ouset’a regulatory life and 
when that life is terminated by 
deregulation no further flowthrough is 
permitted. After further consideration, 
the Service and Treasurl have 
concluded that neither former section 
46(0(2) nor section Z03(e)  of theTax 
Reform Act suggests that the EDFlT and 
ADITC resewas should not ultimately 
ho flowod through to rat.epyers. 
Instead, Congrew provided n schedule 
for flowing through the resefvee BO that 
utilities would have the benefit of cost- 
free capital for a pradictable period. 

The proposed regulations provide tha t  
utilities whoso goneratim assets CCMQ 
to be public utility properly, whether by 
disposition. deregulation, or otherwise. 
may continue to flow through EDFIT 
and ADITC msemes associated with 
thoee assets without violating the 
normalization rules. The rate of 
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flowthrough is limited, bowevcr, tn tho 
r a ~ e  that would have been permitted if 
the assets had remained public utility 
property and the taxpayer had 
continued to use a normalization 
method of accounting (or ratable 
flowthrough of the crodit) with respect 
to the asseht. This result does not 
impose on utilities any burden 
unanticipated prior to deregulation and 
provides the flow-ihrough originally 
anticipated by ratepayers, utility 
commissions, and utilities. 
Comments Requested 

In addition to comments rslAting to 
this nolice of proposed rulemaking, 
comments are requested on the proper 
disp.osition of tax resewes (ADFIT, 
EDFIT, and ADFC) under the following 
sei of facts. Regulated transmission 
assets from several public utilities 
(related or otherwise) are transferred to 
a utility partnership. This,partnembip is 
crutlted sulrily HS u transmission 
company. ‘The triinsaction is sutijet:t to 
sectioii 721 of the Code. ?’he 
transmission assets are public utility 
property before the transfer and will be 
public utility property after the transfer. 
Is there a normalizaLion violation if the 
deferred tax reserves are transferred to 
tho new transmission company’s 
regulated books and are considered in 
setting rates for the ncw tnnsmissiou 
company? Altemntivdy, is there R 
normalization violation if the def~~rrttd 
tax reserves remain on the bansferors’ 
regulated books and are considered in 
setting their rates? 
In addition, the proposed regulations 

do not address the trcatrnsnt of 
deregulated assets under former section 
46[n(i) (relating to the us@ ofthe , 
investment credit to roduce the rate base 
of electing taxpayers). Comments are 
also requested on this issue. 
Proposed Effective Date 

The regulations are proposed to apply 
to property that becomes deregulated 
g(:nemtion propwty tlfter Murch 4, 2009. 
in i~ddition, a utility may elect to apply 
h a  proposed rules to properly that 
becomes deregulated generation 
pivporty on or bofora March 4,2003. 
The election is made by attaching a 
witten statement to the utility’a return 
for the tax year in which the proposed 
rules are published as find regulations. 
Specid Analyses 

of proposed rulemaking is  not a 
significant regulatory action as defined 
in Ekacutive Order 12666. Therefore, a 
regulatory assessmant is not required. It 
also has been determined that section 
553(b) of the Administrative Procedure 

It has baon dctcrmincd that this notice 

Act ( 5  1J.S.C. chapter 5) dues not apply 
to thtise rnguhfjons and, hecauw the 
mgulittions do not impose a collection 
ofinformetion on small entities, the 
R ~ p l s l o r y  Flexibility Act (5 U.S.C. 
chapter 6) does not epply. Therefore, a 
ReplHtoxy Flexibility Andysiv is not 
required. Pursuant to section 7805(fJ of 
t h ~  Code, this notice of proposed 
rulemtiking will be submitted to the 
Chief Counsel for Advomcy of the Small 
Businesfi Adrninistr,tion for commmt 
on i t s  impact on smnll business. 
Comments and Public Hearing 

adopted as final regulations. 
consideration will be given to any 
comments that are submitted (in the 
menner desaibed in the ADDRESSES 
caption) timely to the RS. AU 
comments will be available for public 
inspection and copying. Treasury and 
rXS specifically request comments on 
the clarity of tho proposod regulations 
nnd how tbcy may be mndo clearer nnd 
m i e r  to understmd. 

A public bearing has been scheduled 
for June 25, 2003, at 10 a.m. in  the 
Internal Revenue Building, 1111 
Constitution Avenue, NW., Washington, 
DC. Becauss of access restrictions, 
visitors will not be admitted beyond the 
Internal Revenue Building lobby more 
than 30 minutes before the hearing 
starts. 

The rules of 28 CFR 601.601(a)(3] 
apply to the hearing. 

Persons who wish to prosent oral 
comments tit the hearing must sulimit 
comments and suhmit an outline of the 
Lopics to be discussed and the time to 
be devoted to each topic by June 2, 
’Lufl3. 

A period of 30 minutes will be 
allotted to each person for making 
comments. 

the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 
Drafting Information 

regulations is David Sdig, Office of the 
Associate Chief Counsel (Passthroughs 
and Special bidustries), IRS. However, 
other personnel from the IRS and 
Treasury Department participated in 
their development. 
List of Subjecki In 26 CFR Port 1 

Income taxes, Reporting and 
recordkeeping roquivements 

Before these proposed regulations are 

An agenda showing the scheduling of 

The principal author of these 

Proposed Amendmanu to the 
Ragu iati on% 

proposed to be amended as follows: 
Accordingly, 26 CFR part 1 is 

PART 1-INCOME TAXES 

Pnrograph 1. The authority citation 
for pi1rt I wntinurs to read i n  part HS 
fol 1 o m :  

Authorlty: 26 U.S.C 7805 * 

Par. 2. Section 1 .464  is amended by 
adding paragraph [k) to read as follows: 

S 1.464 Llmltatlon in caw oi  certain 
regulated companies. 
r t t t .  

(k) Treatment of accumulated 
deferred investment tax credits upon the 
deregulation of regulated generation 
ossefs-41) Scope. This paragraph (kl 
provides rules for the application of 
former section 46(fl12) of the Internal 
Revenue Code with respect to public 
utility property that is used in electric 
generation and ceases, whether by 
disposition, deregulation, or otherwise, 
to be public utility property 
(deregulated generation property). 

(2) Amount afreduclion. LC public 
utility property of a taxpayer becomes 
deregulated generation property to 
which this section applies, the 
reduction in the taxpayet’s cast of 
service permitted under former section 
46(f1(2] is equal to the amount by which 
the cost of service could be reduced 
under that provision if all such property 
had remained public utility property of 
the taxpayer arid the taxpayer had 
continued to reduce its cost  of service 
by a ratable portion of the credit with 
respect to such property. 
(3) Cross reference. See f 1.168(i)-[3) 

for rules relating to the treatment of 
balances of excess deferred income 
taxes when utilities dispose of regulated 
generation assets. 

(4) Effective dttte-qi) Geneml rule. 
This paragraph (kl applies to property 
that becomes deregulated generation 
property after March 4, 2003. 

(ii) Ekxtion for relroacrive 
application. A utility may elect to apply 
this paragraph (k) to property that 
becomes deregulated generation 
property on or before March 4,2003. 
The election is made by attaching the 
statement “ELECTION UNDER 8 1.46- 
6(k)” to Ihe taxpayer’s return for ihe tax 
yoar in which this paragraph (k) is 
pblished RY a find regulation. 

read as bllows: 
Par. 3. Section LlGa(i)-3 is added to 
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5 1.168(1)-(3) Treatment 01 e x c 8 s  dderred 
income tax reserve upon dlrposiilon of 
regulated gencratlon assets. 

(a) Scope. This section provides rules 
for tho npplication of section 203(e) of 
the ‘I‘itx Reform Act of 1986, Public Law 
99-514 (100 SLal. 2146) with respect to 
public utility property that is used in 
elec~ric generation and caases, whether 
by disposition, deregulation, or 
otherwise, to be public utilily property 
(deregulated generation property). 

(b] Amount ofreduction. If public 
utility roperty of a taxpayer becomes 
derogufated goneration property to 
which this sockion applies, the 
redwtion in the taxpayer’s excess tax 
reserve permitted under section 203(e) 
of the Tax Reform Act of 1888 is equal 
to the amount by which the reserve 
codd be reduced under that provision 
if all such property had remained public 
utility property of the taxpayer and the 
taxpayer had continued use of its 
normalization method of nccounting 
with rwpoct to such property. 

rules relating to the treatment of 
acclvnulated deferred investment tax 
credits when utilities dispose of 
regulated generation assets. 

(d) Effective d o t H 1 )  GenemJ rule. 
This section applies to properly that 
becomes deregulated generation 
property aRer March 4, 2003. 

(2) Election for retroactive 
opplicotion. A toxpnyer may elect tci 
apply this section Lo property that 
becomes deregulated generation 
property on or before March 4,2003. 
The election is made by attaching the 
statement “ELECTION UNDm 
$1.168(i)-3” to the taxpayer’s return for 
the tax year in which thjs section is’ 
published a3 a final regulation. 
David A, Mnder, 
Assfstunt Doputy Commissionor of lnt~mol 
Revenue. 
IFR DUC. 03-4885 Filed 3 4 - 0 3 ;  8:45 and 

[c) Cross refemnce. See 5 1.45-6(k) for 

BILUNO CODE U5U-01-P 

DEPARTMENT OF THE INTERIOR 

Office 07 Surface Mining Reclamation 
and Enforcement 

30 CFR Part 950 
[WY-OSI-FOR] 

Wyoming Regulatory Program 

Reclomation and Enfoiremont, Interior. 
ACTION: Pcnpo~ecf ri11~; public mmment 
period and opportunity Tar public 
hearin2 on proposed amendment. 

AGENCY: Office Of Surface Mining 

SUMMARY: WO :ICC unnounrjng niceipt of 
a proposed nnendment to the Wyoming 
regulatory program [hereinafter, the 
“Wyoming progmm“) under the Surface 
Mining Control and Reclamation Act of 
1977 (SMCRA or the Act). Wyoming 
proposes revisions to its coal rules about 
roads, mine facilities, and a c e s  spcil. 
Wyoming intends to revise its program 
to be consistent wiih tho corresponding 
Federal regulations iind clorif./ 
arnbiguilies. 

This document gives the times and 
locations that the Wyoming program 
and proposed amendment to that 
program are available for your 
inspoction, thc comment period during 
which you may submit written 
comments on the amendment, and the 
proceduies that we will follow lor b e  
public hearing. if one ia requested. 
DATES: We will accept written 
comments on this amendment until 4 
p m., m.s.t., April 3, 2003. Ifrequested, 
we will hold u public hearing on the 
amendment on March 31,2003. We will 
accept requests to  speak until 4 pm., 
m.s.t., onMarch 19,2003. 
ADDRESSES: You should mail or hand 
deliver written comments and requests 
to speak at the hearing to Guy Padgett 
at the address listod below. 

Wyoming program, this amendment, a 
listing of any scheduled public hearings, 
and all written comments received jn 
response to this document at the 
addresses listed below during normal‘ 
business hours, Monday th rogh  Friday, 
excluding holideys. You mny receivo 
one free copy OF the amendment by 
contacting the Office of Surface Mining 
Reclamation and Enforcement’s (OSM) 
Casper Field Office. 
Guy Padgett, Casper Field Oftice, OfLice 

of Surface Mining Reclamation and 
Enforcemenl, 100 East “B” Skeet, 
Federal Building, Room 2128, Casper, 
Wyoming 8280 3 -1 91 8,307/26 1-65 5 0. 
Internet: GPodgett@o.smns SOV. 

Dennis Hemmer. Department of 
Environmental Quality, Herschler 
Building, 4th Floor West, Cheyenne, 
Wyoming 82002,307/777-7682, 
Internet: dhernrne&.qtoie.wy.us. 

FOR FURTHER INFORMATlON CONTACT: Guy 
Padgett. Telephone: 307/261-6550. 
Internet: GPudgettQosmre.gov. 
SUPPLEMENTARY INFORMATION: 
I. Backnround on the Wvoming Roeram 

You may reviaw copies of the 

11. Dcs&pdon of tho ProposczAm&dmeut 
In. Publlc Conunenl Procedures 
IV. Procodmil Dalerniinallous 

I. Background of the Wyoming Program 
Section 503(a) of the Act pewits a 

State to assume primacy for the 
regulation of surface coal mining and 

mlamation o~ i~ ra t jons  o n  nun-Fedorel 
and non-Indian lands within ite borders 
by demonstrating that its State program 
includes, among other things, “a State 
law which rovides for the regulation of 
surface coa)rnining and reclamation 
operations in accordance with the 
requirements of [the] Ac t  *; and 
rules and regulations consistent with 
regulations issued by tho Socretnry 
pursuant to [tho] Act.” See 30 1J.S.C. 
1253(a)[1) and (7). On h e  basis of these 
criteria, the Secretary of the Interior 
conditionally approved the Wyoming 
program on November 26,1980. You 
can find background information on the 
Wyoming program, including the 
Secretary’s findings, the disposition of 
comments, and the conditions of 
approval of the Wyoming program in 
the November 26,1980, Federal 
Registar (45 FX 78637). You can also 
find later actions concerning Wyomins’s 
program and program amendments at 30 
CFR Q50.12,950.15,850.16, and 950.20. 
II. Description of the Proposed 
Amendment 

By letter dated November 28, 2002, 
Wyoming sent us a proposed 
mendment to its p q r a m ,  
(adminiskative record number WY-36- 
1) under SMCRA (30 U.S.C. 1201 el 
seq.). Wyoming sent the amendment in 
response to a 30 CFR part 732 letter 
dated February 21,1OQO, and an October 
3,1990, Follow.up letter (administrative 
record numbers WY-36-6 and W’i-36- 
7) that wa sent to Wyoming, and to 
include changes made at its ow11 
initiative. The full text of the program 
amendment i R  available fnr you to read 
at  the locations listed above under 
ADDRESSES. 

Specifically, Wyoming proposes to 
revise the Following Coal Rulos: 

[ I )  Chapter 1, Section 2, and Chapter 
2, Section 2(a) and (b). miscellaneous 
revisions regarding use OF the terms, 
“primary” and “ancillary” roads and 
“mine focilitios;” (2) Chnpter 1, Section 
2(bu), definition of public road; (3) 
Chapler 1, Section 2(bz). definition of 
road; (4) Chapter 2, section 2(b)(i)(D)(V), 
maps and plans; ( 5 )  Chapter 2, Section 
2(a) and (b), permit applications; (6 )  
Chapter 2,  Section Z(b)(xix), coed 
systems; (7) Chapter 4, Section 2(j]. road 
classification system; (8)  Chapter 4, 
Section 2(j)(v), performance standards: 
(9) Chapter 4, Section Z(i)[v], 
reclamation; (10) Chnpter 4. Section 
2(j)(i)(A), and Z(jJ(ii),  roads and other 
transportation facilities; (1 1) Chaptar 4, 
Section l(a)(v), access roads and 
haulage mads; (12) Chaptor 4, Section 
2(j)[vii), primary roads: [13) Chapter 4, 
Section 2(j), exemptions concerning 

HelnQnline - -  5 8  Fad. Reg 10193 2053 
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Section 46 - Investment Credit 

Summary 

Amortization Period Reduction Won't Violate Normalitation Rules 

The Service has ruled that a mandated change in a regulated utility's amortization periods 
won't cause it to run afoul of the investment tax credit limitation rules in section 46(f)(2). 

An investor-owned regulated public utility provides electricity. A government 
commission establishes the utility's rates and allowed it to recover its net book investment in its 
plants by returning deferred ITCs to its customers over an eight-year recovery period. State law 
changed and required sunk costs, including ITCs, to be recovered over five years. 

five-year period cornplies with the normalization rules of section 46(f)(2). At the same time, it 
ruled that the one- time catch-up adjustment will also comply with section 46(f). 

The Service also ruled that any remaining credits after the regulatory lives of the pIants 
may accrue to the benefit of the utility shareholders. Finally, the Service ruled that the ITC may 
be "flowed through" to rates based 011 the new amortization period. 

Full Text 

The Service ruled that the ratable amortizition of the utility's remaining ITCs over a 

UIL Nurnber(s) 0167.22-01 

Date: September 29, 1998 

In Reference to: CC:DOM:P&SI:6-PLR-I 171 73-97 

LEGEND: 
Taxpayer.:: * 
Parent = 
District = * *  
Commission A = * * 
Commission 6 = * * I  
Plant = * * 
StateX = .* 
Intervenor = 
Decision A = 
Decision B = * ' 
Law = * 

a = * . '  

C..t-* 

f = * * *  

b = S * *  

d = * * *  
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Dear ' * 
nds to your request of September 12, 1997. and additional material, filed on behalf of the c" axpa er. resp. axpayer requests four rulings as to whether certain actions of Commission A and State X 

relatedlto utility restructuring are in compliance with the normalization requirements of sections 46(f)(2), 
46(f)(10), and 168(i)(9)(B) of the Internal Revenue Code. 

FACTS 
.. 

121 The Taxpayer has represented the facts to be as follows: 

[3] The Taxpa er Is a whollyswned subsidiary of the Parent. The Taxpayer is an investor-owned 
regulated pubfc utility engaged in the generation, purchase, transmission, distribution and sale of electric 
energy in State X. The Parent files a consolidated return with fts affiliated corn anies on a calendar year 
basis using the accrual method of accounting. The District Director's office in iistrlct has examination 
jurisdiction over the Parent's tax returns. 

[441 Taxpayer owns an a percent interest in Plant A. Taxpayer is subject to the rate making jurisdiction of 
the Commissions. The jurisdictional factor used by Commission A in setting rates is b. 

151 On G ,  Taxpayer filed its d test year rate ap licatlon which included cost of service rate recovery for 

Plant A. 

[6] On e, Commission A issued Decision A which establlshed rates for other Plant owners in a general rate 
case. Included in this Decision was approval of an agreement between the Taxpayer, the Intervenor and 
other owners of Plant A that would enable the Taxpayer to recover i t s  remaining net book investment in 
Plant A by f. Pursuant to this decision, deferred investment tax credits would be returned to customers 
over the new remaining &year period if such action complies with the normalization requirements of 
section 46(f)(2). 

On g, Commission A issued Decision 0, which reaffirmed the &year recovery period and established a 
ra c? e cap. Thus, under the approved pricing mechanism and rate cap, if the revenue requirement 
associated with the 8-year sunk cost amortization of Plant A exceeded previously approved ratemaking 
amounts, recovery of such excess would be deferred to the following year. To the extent that depreciation 
is excluded from cost of service due to this deferral, the investment tax wedit attributable to the excluded 
portion of the prope$ would also be deferred. 

[8] On h, State X adopted the Law which provided that sunk costs relating to generation-related assets 
shall be subject to recovery from all customers on a nonbypassable basls. The Law froze rates effective k, 
and provlded that the recovery of these costs shall not extend beyond j. A s eclat provision in the Law 
allowed recovery of incremental costs for Plant A through f .  Because of the raw, the &year recovery 
period of Decision B was further accelerated commencing 1, so that amortization of the sunk costs, 
including investment tax credits, will bct complete by i. 

REQUESTED RULINGS 

[9] Taxpayer has requested four rulings. First, Taxpayer has requested a Nling that the ratable 
amortization of its remaining investment t a x  credits for Plant A over a new 8-year (subsequently shortened 
to 5-years) regulatory period Instead of over the previous period of 16 years, complies with the 
normalization provisions of section 46(f) of the Code. Second, Taxpayer requests a ruling that a one-time 
catch-up adjustment that includes the incremental difference in amortization from the effective dates of the 
Decisions to the date of this rulin complies with section 46(9. Third, Taxpayer requests a ruling that if at 
the end of the revised regulatory!ves of the Plants, all of the sunk cost and the associated investment tax 
credit has not been reflected in rates due to the rate cap, tho remaining credit may accrue to the benefit of 
its shareholders without violating the normalization rules. Fourth, Taxpayer requests a ruling that If the rate 

operaHng and maintenance expenses, capita P expenditures and administrative expenses associated with 
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cap allows a depreciation recovery more rapid than anticipated. the Investment tax credlt may be flowed 
thmugh to rates based on the new anticipated depreciable period without violating the normalization rules 
(if depreciation Is deferred due to the rate cap, then the investment tax credit will also be deferred). 

LAW AN0 ANALYSIS 

[ 101 Prior to the enactment of the Tax Reform Act of 1986 (Act), section 38 of the Code provided an 
investment tax credit for investments in certain depreciable property. Sections 46(f)(I) and 46(f)(2) 
imposed limitations on the use of investment tax credits by regulated public utiri companies, Section 
46(f)( 1) applied generally except as to taxpayers that elect the application of sectlon 48(f)(2). 

[I 11 Section 46(f)(2) of the Code provided that no investment tax credit shall be allowed with respect to 
public utility property if (I 1 the taxpayer's cost of service for ratemaking urposes or in its regulated books 
of account is reduced by more than a ratable portion of the otherwise alkwable credit, or (2) the base to 
which the taxpayer's rate of return for ratemaking purposes is applied is reduced by reason of any portion 
of the otherwise allowable credit 

[I21 In determining whether, or to what extent, the investment credit has been used to reduce cost of 
setvice, section 1.46- 6(b)(Z)(ii) of the regulations provides that reference shall be made to any accounting 
treatment that affects cost of senrice. An example of such treatment is a reduction in the amount of 
Federal income tax expense taken into account for ratemaking purposes by all or 8 portion of the credit. 

[I31 Section 1.46-6(b)(3)(li)(A) of the regulations provides that in determining whether, or to what extent, 
the investment credit has been used to reduce rate base, reference shall be made to an accounting 
treatment that affects rate base. In addition, reference shall be made to any accounting Lamen t  that 
reduces the permitted return on invesbnent by treating !he credit less favorably than the capital that would 
have been provided If the credit were unavailable. 

j14) Section 1.46-0(b)(4)(i) of the regulations provides that cost of service or rate base is also considered 
to have been reduced by reason of all or a portion of a credit if such reductlon is made in an indirect 
manner. Under section 1.4€?-6(b)(4)(11), one type of such indirect reduction is any ratemakin decision in 
which the credit is treated as operabng income subject to ratemaklng regulation or is treatei less favorably 
than the capital that would have been provided if the credit were unavailable. For example, if the credit is 
accounted for as nonoperating income on a company's regulated books of account but a ratemaking 
decision has the effect of treating the credit as operating income in determinlng rate of return to common 
shareholders, then cost of service has been lndirectty reduced by reason of the credit. 

[15] According to section 1.46-8(b) 4)(iii) of the regulations, a second type of indirect reduction is any 

base. In determining whether a ratemaking decision Is intended to achieve this effect, consideration is 
given to all the relevant facts and circumstances of each case, includlng, but not limited to, the record of 
the proceedin , the regulatory body's orders or opinions (including any dissenbng views), and the 
anticipated efgect of the ratemaklng decision on the company's revenues in comparison to a direct 
reduction to cost of service or rate base by reason of the investment tax credits available to the regulated 
company. 

ratemaking decision intended to ac I, ieve an effect similar to a direct reduction to cost of service or rate 

[16] For purposes of determining whether or not the taxpayer's cost of service for mtemaking purposes is 
reduced by more than a ratable portlon of the investment credit, section 46(f)(6) of the Code provides that 
the period of time used in computing depreciation expense for purposes of reflecting operating results in 
the taxpayer's regulated books of account shall be used. Section 2.46- 6(g) of the regulations provides 
that the investment tax credit amortization period must be no shorter than the one used to calculate 
ratemaking depreciation expense. 

117) Furthermore, under sectlon 1.466(g)(2) of the regulations, what Is "ratable" is determined by 
considering the period of time actually used in computing the tax yef's regulated depreciation expense 

depreciation expense for the pmpey used by a regulato body for purposes of establishing the 
taxpayer's cost of service for ratema ing purposes. In adxtlon, if there is a revision fqr pu oses of 
computing regulated depreciation expense beginnln with 8 particular.accounting perlod, Re computatlon 
of ratable portion of investment tax credit must also %e revised beginning with such period. 

for the property for which a credit is allowed. The term "regulate 8" depreciation expense" means the 
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[18] Section 46 f)(2) of the Code states that a taxpayer satisfles the normalization raquirements if the cost 

determined under section 1.46-6 g (2) of the regu&tions by reference to the period of time actually used in 

actually used for regulated depreciation purposes, the ratemakin treatment of the credit will comply with 
the normalization requirements. In the facts set forth above, the 3 axpayer's investment tax credit amount 
wlll always be ratable by reference to the related asset's regulated deprecfation period. This wlll be true 
whether the depreciable basis is recovered over the anticipated &year or %year periods, or whether the 
depreciable basis recovery is deferred or accelerated due to the rate cap. So long as the amortiration of 
the investment tax credit is deferred or accelerated ratabty on the same basis as the recovery of the 
depreciable basis, there will be no violation of the normalization rules. 

[I91 Taxpayer has requested a one-time catch-up adjustment that includes the incremental difference in 
amortlzation h r n  ttre effective dates of the Decisions to the date of hi5 ruling. Under the method 
described above, the period of time over which the investment tax credit is amortized Is linked to the rate 
recovery period actually used in computing the Taxpayer's regulated depreciation expense. As in the 
previous analysis, there will be no violation of the normalization Wle5 so long as at no time does the 
cumulative amount of the investment tax credit reduce cost of service more rapidly than ratably. 

[20] If there is unamortized investment tax credit at the end of the rate freeze period, the Taxpayer 
proposes to retain the remaining investment tax credit for the benefit of its shareholders. This action will 
not constitute a reduction in the Taxpayer's cost of service for ratemaking purposes or on its regulated 
books of account within the meaning of section 46(f)(Z)(A) of the Code, nor a reduction of the base to 
which the rate of return for ratemaking purposes is applied under section 46(f)(2)(B). Thus, there is no 
normalization violation for the Taxpayer's retention of the remaining investment tax credit under the facts 
presented" 

CONCLUSIONS 

1. The ratable amortization of the Taxpayer's remaining investment tax credits for Plane A over a new 
&year (or 5- ear as subsequently shortened) regulatory period instead of over the previous period of 16 . 
years, cornpies with the normalization provlslons of section 48(9 of the Code. 

2. A one-time catch-up adjustment that Includes the lncrementaf difference in amortization from the 
effective dates of the Decisions to the date of this ruling cornplles with section 46(9. 
3. If at the end of the revised regulatory lives of the Plants, all of the sunk cost and the associated 
investment tax credit has not been reflected in rates due to the rate cap, the remaining credit may acme 
to the benefit of its shareholders without violating the normaliatlon rules. 
4. If the rate cap  allows a depreciation recovery more rapid than anticipated, the investment tax credlt may 
be flowed throu h to rates based on the new anticipated depreciable period without violating the 
normalization wyes. If depreciation is deferred due to the rate cap, then the investment tax credit must also 
be deferred. 

(211 Except as specifically set forth above, no opinion is expressed concernin the federal income tax 
consequences of the abovedescribed facts under any other provision of the %de or regulations. This 
letter ruling is directed only to the taxpayer who requested it. Section 611OCj)(3) of the Code provides that 
this ruling may not be used of cited as precedent. 

[22] In accordance with the power of attorney on file in this office, a copy of this letter is being sent to your 
authorized legal representatives. In addition, a copy of this letter is being sent to the District Director of the 
District 

of service is re d uced by no more than the ratable ortion of the investment fax credit Ratable is 

computing a tax ayer's regulate d d  epreciation expense for the property for which the credit is allowed. 
Accordingly, as P ong as the investment tax credit is amortized no more rapidly than over the period 

Sincerely yours, 

Charles B. Ramsey 
Chief, Branch 6 
Office of the Assistant Chief 
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Counsel 
(Pasthrou hs and Specla1 

lndustriesg 
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